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their daily tasks, a book in which they
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presentation and its clever selection
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his history is the result
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lution of bookkeeping into accounting, beginning with
Pacioli and his school and carrying the historical analy
sis down to the year 1900.
The book is in two parts. Part one devotes ten chap
ters to the evolution of double-entry bookkeeping. Part
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expansion of bookkeeping into accountancy.
The treatment of the subject is original and the
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can be prevented

by precaution. Internal check locks the door
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counting errors and generally leads to
prompt detection of embezzlement.

America loses through fraud every year
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“Fraud, Its Control Through Ac
counts,” by G. E. Bennett, assembles
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To those who
plan to take
the next C.P.A. examination
Particularly noteworthy
features of the training are:

N addition to its regular
Course, the Interna
tional Accountants Society,
Inc., offers a special Coach
ing Course for Accountants
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C. P. A. Examination.
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This Course will be sup
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to teach general accounting
in this course. The instruc
tion is pointed directly at
the C. P. A. Examination.
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International Accountants Society, Inc.
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Course given by the Inter
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fee is $42, and the text
consists of twenty lessons

A BOOKLET, "How to Prepare for the C. P. A. Examination,” is available for those who

are interested. For a free copy, just write your name and address below and mail.

International Accountants Society, inc.
A Division of the ALEXANDER HAMILTON INSTITUTE
To the International Accountants Society, Inc., 3411 South Michigan Avenue, Chicago, Illinois.

Send me the special booklet, “How to Prepare for the C. P. A. Examination,"
which describes your special Coaching Course for Accountants.

Name__________________________________ .Company-------------------Address.

When writing to advertisers kindly mention The Journal

of

Accountancy

fHE JOURNAL OF ACCOUNTANCY
■

Burroughs
It Subtracts as Easily as It Adds
To subtract, touch the subtract bar.
touch the adding bar.

FASTER

To add,

It's just that simple.

A Single Stroke Writes an Entire
Amount . . . You can touch two or more keys
with one stroke. For example, write 3.65 with one

BECAUSE ITS

stroke—not three; 5,870.00 with one stroke —

not six.

OPERATION IS

A Single Key Stroke Prints the
Total
. To take a total, touch the total key.
This single motion—not two or three — operates

SIMPLER

the machine and prints the total.

The Amount is Visible Before You
Print It
. No guessing whether you have
touched the right keys—just look at the keyboard.
The keys stay depressed, so you can check the

amount before it is printed or added.

It is so Easy to Correct an Error
If you depress a wrong key in any column, you
see it instantly on the Burroughs full keyboard. To

correct, merely touch the right key in that column.

Write for demonstration or descriptive folder
BURROUGHS ADDING MACHINE COMPANY
DETROIT,

MICHIGAN

DON’T WASTE TIME
WRITING CIPHERS
Burroughs prints ciphers auto
matically— there is no cipher
key to depress. Thus, almost
one-third of the work is
done without touching a key!

BURROUGHS ADDING MACHINES
ADD

•

SUBTRACT

ACCOUNTING AND CALCULATING MACHINES

•

TYPEWRITERS

MULTIPLY
•

CASH

REGISTERS

When writing to advertisers kindly mention The Journal of Accountancy

•

POSTURE CHAIRS

The Journal of Accountancy
Official Organ of the American Institute of Accountants
A. P. Richardson, Editor
[Opinions expressed in The Journal of Accountancy are not necessarily en
dorsed by the publishers nor by the American Institute of Accountants. Articles are
chosen for their general interest, but beliefs and conclusions are often merely those of
individual authors.]

Vol.

58

July,

1934

No. 1

EDITORIAL
A question has recently arisen as to the
significance which may be attached to
a form of financial statement occasion
ally encountered. For example, if the XYZ Corporation pub
lishes its balance-sheet with an announcement at the top some
what like the following, “Accounts as certified by John Doe and
Company, certified public accountants,” what does that state
ment mean? Undoubtedly to the man in the street it indicates
that the figures which follow are certified by the accountants to be
absolutely correct. It is, in other words, an unqualified certifi
cate. Obviously there must be, back of such a form, something
which would give the expert cause to harbor doubts about the
whole affair. If the accountants would certify that the state
ments contained in the balance-sheet were correct, why did
they not append a certificate in the usual form and sign their
names? If there was something not satisfactory in the balancesheet and they refused to sign a certificate, by what right did the
company announce that the balance-sheet was an audited and
certified document? If this was done without the knowledge or
consent of the accountants and if there was anything in the bal
ance-sheet which did not merit the approval of the accountants,
they certainly have ground for action against their client on the
score of misrepresentation, if not actual fraud; and they should
not hestitate to proceed against the client. Indeed, in every
case, accountants who recognize their full responsibility now insist
that no mention of their names as auditors shall be made without
1

An Unqualified
Certificate

The Journal of Accountancy
their consent, and no implication shall be permitted that they
have in fact approved accounts without an agreement on their
part to permit the publication which would lead the public to
believe that they had been satisfied.
This revives an old question which can
not be too often considered so long as
there is a single instance of an attempt to
imply a satisfactory certification when the facts may be widely
otherwise. This form of presentation of accounts to the public is
probably as pernicious as any that could be devised. It places
upon the accountant, if he is aware of the fact, a burden which he
can not reasonably be expected to assume. It is not only an
absolutely unqualified certificate but it lacks the clause which
should always be included, namely, “in our opinion.’’ Every
body knows that an accountant's certificate is merely the state
ment of his opinion that the figures are correct and that he can
not be expected to guarantee the accuracy of any single item or
any group of items. The accounts are the accounts of the cor
poration, as has been said hundreds of times. The accountant
reviews these figures, makes such investigation of the facts as he
can make and satisfies himself that they are either correct or
incorrect. He has a knowledge of the technique of accounting
which permits him to express an opinion more valuable than that
which could be offered by a layman. Nevertheless, his certificate
or statement is still a matter of opinion. Presumably his opinion
is sufficiently near the truth to justify reliance upon it; but in the
form which we have quoted there is no such elasticity as must be
present in order to prevent misrepresentation. Probably no
balance-sheet of any importance was ever absolutely correct.
There may be differences of cents or dollars here and there which
have no significance at all. The accountant is required by his
professional obligation to give his honest opinion. When the
accounts are published with the statement that they have been
certified by the accountant the public may be justified in believing
that every figure is absolutely beyond challenge. The form is as
objectionable as the historic certificate which is said to have
appeared upon some ancient balance-sheet: “Correct, John
Doe and Company.” Any departure from the well established
precedent in the form of presentation should be a red flag to the
investor or any one else, but a great majority of stockholders will
2
A Bad Departure
from Custom

Editorial
never be sufficiently cautious to take warning merely because
of an unusual form. We believe that incidents which are the
foundation of these notes must have taken place without the
knowledge of the accountants, unless, of course, the accountants
were willing to certify to the absolute accuracy of every detail of
a balance-sheet. If the accountants knew nothing of such an
incident, they should not be slow to insist upon adequate expla
nation by the client. This is necessary, not only for the protec
tion of the accountants themselves, but for the good name of
the entire profession.

The examination paper in auditing pre
pared by the American Institute of
Accountants for the examinations of May, 1934, contained the
following question:
“You are asked by a client to undertake the recovery of an over
payment of federal income tax which was due to alleged errors in
the return. As an inducement he offers to give you half the
amount recovered as your fee. What would be your reply ? Give
your reasons.”
A Question of Ethics

This question was of course designed to elicit the candidate’s
knowledge of the recognized canons of ethics in the accounting
profession. It was assumed, apparently, by the board of exami
ners that the candidate should know not only that contingent fees
are improper but why they are so considered. When drafting the
question, the board had in mind the most insidious form in which
the temptation could be put to the accountant: a regular client,
hence a trusted and perhaps intimate friend; an offer made with
a generous rather than interested motive; no object other than
obtaining a just refund from the government. Out of eighty
candidates who answered the question the significance of the
word client was noted by one man. All the rest seemed to
consider it an offer from a new client or an outsider, mainly in an
attempt to swindle the government. There were five principal
points which the candidate should have discussed in his answer,
namely, the danger to impartiality; the possibility of overcon
scientiousness ; the suspicion by the treasury department that the
accountant would appear as an advocate; the danger of loss of
confidence of the client that the accountant was above reproach;
and the inhibition in the American Institute’s code of ethics.
There are, of course, other points more or less pertinent, but it
3
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seems to us that the candidate who answered satisfactorily the
five principal questions involved would have satisfied the re
quirements of the board. One examiner has said that inasmuch
as more than seventy per cent. of the candidates did not answer
the question but selected question number ten instead, it is evi
dent that the great majority of candidates did not know why
contingent fees are regarded as unethical.

This seems to us deplorable. Every
collegiate course in accounting touches
somewhat upon the subject of ethics,
and certainly any man who has been in professional practice be
fore taking his examination should be expected to know one of the
basic principles of professional ethics. It is well, therefore, to
give an answer to the question which may serve as a guide to the
many men who do not seem to understand. We asked a promi
nent accountant to write his personal opinion of a proper reply to
this question. The views of this magazine have been expressed
so often that it is desirable to have an entirely detached answer.
The following is written in reply to our request:
“Imprimis, if the return had been prepared by me or under my
supervision, and the errors were due to overlooking facts that I
or my subordinates should have discovered, it would, of course,
be my duty to give my client all the assistance necessary to sup
port his claim without any further compensation.
“If the return was made by others, or if the errors could not
have been discovered, or were disclosed in the light of later knowl
edge or treasury rulings since the tax was paid, I should be willing
to undertake the commission, but only on the basis of a regular
fee irrespective of success or failure to recover the over-paid tax.
I should so inform my client and explain my reasons as follows:
“ 1. That a public accountant must always be strictly impartial.
His business is to ascertain the facts and report them without bias.
Human nature being what it is, it would be difficult for the most
conscientious public accountant to maintain such impartiality
when he knows that the amount of his compensation depends on
his success or failure.
“2. That with an over conscientious man, there might even be
the possibility of ‘ leaning over backward ’ to an extent that might
injure rather than help the client’s case.
“3. That a public accountant takes the attitude of an advo
cate at his peril. He is expected to testify as to the accuracy of
the statements and accounts he presents, and if he is asked on the
stand if his compensation is contingent on recovery, it is obvious
that an affirmative reply would go far to discredit his testimony.
4
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“4. That (if the client happens to be an intimate friend) I
must tell him plainly that I value his friendship too highly to risk
it by accepting a contingent fee — for if I were successful in the
present case and later similar ones should arise, there would come
the almost inevitable suspicion that I am making a practice of
preparing erroneous returns in order to obtain illicit profit from
further contingent fees.
“5. And finally that I must decline to risk my professional
standing as a certified public accountant by violating that article
of the code of ethics adopted by the American Institute and state
associations which prohibits the acceptance of contingent fees.”
A highly esteemed correspondent draws
attention to the opening sentence in
chapter II of the report of the New
Jersey school survey commission recently issued. The sentence
reads as follows: ‘‘One effect of the invention of double-entry
bookkeeping has been to make it more difficult to understand
financial statements.” Our correspondent says: “Why the in
vention of double-entry bookkeeping should be charged with the
shortcomings of statements regarding costs of education in New
Jersey may be difficult to explain. There is perhaps some con
fusion of thought as between doubling up of entries and double
entry bookkeeping. It seems to be the day of alibis and excuses,
and blaming something on the long deceased inventor of our
present method of keeping accounts seems perfectly safe. He
can’t talk back, but perhaps some one will arise in his defense.”

Double-Entry
Belabored

Critics Seem Slightly
Confused

Following the introductory sentence to
which our correspondent draws atten
tion, the report proceeds:

“It is certainly true that a cursory examination of financial
statements of school systems can lead to a false impression con
cerning the real facts of expenses and income. For example, it is
frequently stated that education in the state of New Jersey costs
from $137,000,000 to $150,000,000 annually. The $137,000,000,
often given as the figure for the school year 1931-1932, is, how
ever, an expenditure figure inflated by double counting. In the
school year 1931-1932, $10,616,815 from the sale of bonds was
expended for the purchase of lands and the erection of buildings.
This was recorded as an expenditure. So also was $7,762,300
which was expended to redeem bonds which had been sold to pay
for capital outlay of previous years. Thus in an expenditure ac
count the funds received from bond issues which are expended
5
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for purchase of lands and erection of buildings are counted for
expenditure twice: first, when the buildings and land are paid for
and, second, when the bonds are retired. However, the only
time that tax money is paid out is when bonds are retired.”

This seems to confirm the opinion of our correspondent that the
authors of the report were somewhat confused themselves on
the subject of duplication and conceived it to be synonymous with
double-entry. There is, of course, a somewhat persistent school
of thought which regards double-entry as a device of the devil.
But it is a little disconcerting to find an important commission
criticizing adversely the only form of account keeping that has
been found adequate to meet the demands of modern financial
development. The commission survey was headed by a man
prominent in business and finance and was assisted by educators
of high standing. We do not believe that it is necessary in this
year of grace to come to the defense of double-entry bookkeeping.
The obvious answer to the charge would be a challenge to suggest
something better. Perhaps, after all, the introductory sentence
was merely a little flight of rhetoric.

The Society of Louisiana Certified Public
Accountants seems to have embarked up
on a campaign of education which should
be productive of excellent results. Various committees have been
considering some of the fundamental questions which concern the
profession and reports have been submitted to the society. One
of the most interesting of these reports was presented by the com
mittee on competitive bidding, from which we quote the following
paragraphs:
“Some time last year a committee of this society was appointed
to consider and report on the subject of competitive bidding. Being
a subject provocative of much discussion and about which there
seemed to be few accountants in accord, it was decided by the
committee to communicate with all secretaries of state societies
and with the American Institute of Accountants and the
American Society of Certified Public Accountants to ascertain if
possible the sentiment of accountants throughout the country with
respect to competitive bidding. After receipt of the replies it was
intended that from the information received the committee would
draft its recommendations to the society. The committee had
entertained the hope that some section of the country had solved
the problem and that it would receive some plan or suggestion of
a plan which it could recommend. However, the replies which
6
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Is Condemned

Editorial

the committee received told of the same prevalent condition
with no apparent solution and many expressed the hope that this
society would be successful in evolving some plan which would
place a curb on this demoralizing practice. Not having any
precedent to follow, therefore, the committee proceeded to define
a competitive bid and to draft recommendations for its elimina
tion from public accounting practice in Louisiana.”
The conclusions of the committee were presented in the form of
a resolution which follows:

“Whereas, All competitive bidding is inconsistent with the
practice of a profession and tends to lower the standards of pro
fessional service,
“Be it resolved, that the members of the Society of Louisiana
Certified Public Accountants are of the opinion that the practice of
selecting an accountant or firm of accountants on the basis of the
lowest bidder is detrimental to the best interests of the account
ing profession and of those to whom its services are directed, in
that such practice tends to limit the scope of the work to be done
and operates against making a full disclosure of essential facts
possible, eliminates all incentive for constructive service and en
genders a competition of price rather than of quality; and
“Be it further resolved, that the committee on by-laws of the
Society of Louisiana Certified Public Accountants be instructed
to draft a by-law defining a competitive bid and declaring un
professional the submitting of a bid on accounting engagements
of any description.
“Be it further resolved, that a committee be appointed to
acquaint bankers, credit men and the business public generally
with the attitude which the society has taken with respect to com
petitive bidding.”

Every accountant who has had any
Great Accomplishments
experience
in practice is familiar with
Are Possible
the difficulties and dangers that are
involved in competitive bidding. The evil is especially rampant
in the audits of states, counties, municipalities and other govern
mental units. There is nothing to be said in its favor, and yet
the thing persists, probably because the public has not yet learned
to differentiate between the purchase of professional service and
the purchase of commodities. In this we believe the accountants
themselves are largely to blame. If they would stand shoulder
to shoulder in this fight and unanimously refuse to submit bids for
work, the practice would die in a year or less. The engineers,
as we have pointed out on previous occasions, have practically
7
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succeeded in many places in abolishing competitive bidding, and
they have done so by unanimous action of their profession. If,
however, there were a minority of that profession which did
submit competitive bids the evil would still prevail as it does
in accountancy. Every accountant who offers a competitive
bid undoubtedly encourages the perpetuation of a practice which
he most vehemently deplores. Let us hope that the resolution
presented to the Louisiana society will produce results in that
state. If an example be set by Louisiana it will be followed with
an alacrity that will somewhat astonish those who doubt.
We have received word that attempts
are being made in certain parts of the
country to establish minimum fees for
accounting services. In one state a report has been prepared in
dicating that out of 53 replies from members of the state society
38 were in favor of establishment of minimum fees, 12 were op
posed and 3 replies were unclassified. Most of the members who
advocated minimum fees were from the principal city in the state.
The report suggests that the minimum fees for auditing services
be $35.00 a day for a principal, $25.00 for a certified public ac
countant or senior accountant in charge, $15.00 for a junior.
Other minima for tax services, etc., are suggested. The com
mittee making the report clearly indicates that these fees are to be
regarded as the minimum but that no limitation whatever should
be set upon the maximum.

Minimum Fees for
Accountants

The purpose underlying this report is
The Theory Does Not
commendable, but we believe that it is
Work
impracticable to establish fees for a
profession. We have all witnessed the failure of the efforts of the
federal government to fix prices of commodities. As these notes
are written comes word of abandonment of all price-fixing efforts
in “codes of fair competition’’ created under the national indus
trial recovery act. The principle which brought about the aban
donment of price-fixing efforts in business and industry applies
equally in professional matters. To begin with, there will always
be some one who will depart from the established minimum and
take work at whatever fee he can get. Every profession is faced
with the hungry practitioner, who can not be greatly blamed if
he accepts a fee below the normal if that be the only fee which he
8
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can obtain. It is all well enough to talk about gentlemen’s agree
ments, but a hungry family is a more impelling motive. Indeed,
we are beginning to discover in this country, what the rest of
the world seems to have known for a long while, that competi
tion is really not so bad a thing after all. The man who can not
succeed in his vocation, whatever it may be, is in the wrong voca
tion. That is not necessarily bringing the law of the jungle into
civilization, but it is a plain statement of truth. We may dream
all we will about Utopia, but the survival of the fit is the eternal
law. In accountancy the man who finds his practice so rare and
attenuated that he must resort to cheap work would be much
better off in some other calling. The shoemaker who had to accept
prices for his shoes which would not produce a profit would prob
ably make a better ditch-digger or farm laborer. The great
thing is to have the right man in the right place. Therefore, we
believe that no attempts to fix prices for anything can succeed.
Here and there one may witness temporary success, but it will not
last. It is the part of wisdom to abandon all thought of chang
ing the law of supply and demand and the law of selectivity.
The buyer of professional services or of shoes will buy where he
thinks he can buy most advantageously, and that will not always be
in the cheapest market. Accountancy and the other professions
have always had the problem of fee cutting and they will have it.
It can not be prevented. Sooner or later those who do work for
nothing or next to nothing will pass out into other fields—or into
the Elysian fields where, let us hope, they will be happy. There
are many things which a profession can regulate, but not the
hunger nor the avidity of its members. And then, again, it must
be remembered that the intelligent client will not cling to the
accountant who feels that he has to work for a low fee. The
experience of America seems to be that the higher the price the
greater the appreciation of the thing purchased whether that be
personal services or merchandise.
The unwritten law of accountancy in
Prophecy Has No Part hibits issuance of a certificate or an esti
in Accountancy
mate of probable profits. In other
words, it is forbidden to deal in anything but facets. There are
many attempts to induce accountants to support prospectus
promises by their professional opinion, but fortunately there are
very few instances of this kind of offense. The Accountant
9
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(London) in its issue of May 19, 1934, contains comment which
is of interest everywhere. Our contemporary says:
“Our attention has been called to the prospectus in the Irish
press of a company newly registered in Dublin under the laws of
the Irish Free State for the purpose of carrying on a cinema enter
prise. The document is remarkable, in our view, in the respect
that it contains an auditors’ report which relates to the future
profits of the undertaking. The directors submit a 'careful esti
mate of prospective revenue, expenses and profits, based on the
experience of similar enterprises in Dublin and elsewhere.’ Im
mediately following this is the auditors’ ‘ report ’ which states that
‘ we have examined and checked the details of the profit estimates
prepared by you . . . and as a result of our examination and our
experience of the trade we can inform you that we consider these
estimates are worked out on an extremely conservative basis.
On the assumption that anticipated results will be realized, the
dividend on the preferred ordinary shares would appear to be
covered more than three and one half times, whilst 29.7 per cent.,
will be earned on the issued ordinary shares. We have also ex
amined the figures for estimated capital expenditure on purchases
of premises, building equipment, etc., and are of the opinion that
the present issue will provide ample working capital for the pur
poses of the company and for the completion of the developments
contemplated.’ It is quite true that the statements in this report
turn on the assumption ‘ that anticipated results will be realized ’
but we feel sure that we voice the opinion of the profession in
saying that the publication of such a document is extremely regret
table. In so far as the report is a certification of the correctness
of mere arithmetic, it is unnecessary, and in so far as it is based
on ‘experience of the trade,’ it is outside the competence of a
chartered accountant.”

The editorial comment on this case is sound doctrine. Of course
it is peculiarly dangerous at the moment to predict anything
anywhere. The world is in a state of flux and the accountant
who would attach his name to an estimate would be a fool; but
even in normal times—which, please God, may return some day
—there is no excuse whatever for dealing in futures. It would
be as dangerous for a lawyer to practise medicine as for an ac
countant to wear the mantle of a prophet.
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Examination of a Bank
By L. zur Nieden
After all arrangements have been made, the scope of the work
clearly defined and responsibilities fixed, the program following is
suggested with such limitations as are set by the arrangements.
Statement.—After having ascertained the physical location of
the bank’s resources on hand, including those of the trust depart
ment, and after having placed under seal those resources on hand
and records which are not to be immediately reviewed, the ex
aminer in charge should request a statement of the bank’s busi
ness as at the close of the examination day. This statement may
be accepted tentatively, but before closing the examination, it
should be checked with the bank’s general ledger to ascertain
that it is a true statement, taken from the books, and the footings
of the statement should be verified.
Responsibility as to whether the books are true or not, would
seem to depend upon the type of examination one has been in
structed to make. If an officer, having access to the bank’s in
vestments also has authority to pass entries to the general ledger
(which is often the case in smaller banks having no internal audi
tor or comptroller), he could, for example, mis-appropriate say,
$200,000 of the investments and put an entry through debiting
depositors’ control and crediting investments. His next step, of
course, would be to cause to be extracted from the individual de
positors’ ledgers inactive accounts aggregating $200,000. Thus,
in this situation, we have a falsified ledger, a statement true to the
falsified ledger, and, of course, the investments and deposits would
agree with the statement. In this case, even a confirmation of
depositors’ accounts might not disclose the real condition.
Therefore, a desirable part of a bank examination would be at
least a test perusal and check of the general-ledger tickets, as
there is a chance that the experienced examiner would detect an
entry as unusual as the one mentioned. A further precaution
would be to make a complete check of at least one interest distri
bution to the depositors’ ledger, as this might disclose depositors’
individual accounts missing from the active trays or inactive file.
The point which I desire to bring out is that I am afraid that
the statement of condition presented to us is taken too literally
11

The Journal of Accountancy

and not enough attention is paid to the accuracy of the general
ledger and the statement prepared from it.
Cash.—Having assigned an examiner to each teller, the ex
aminer should present himself at the teller’s cage immediately
upon reporting at the bank, whether or not the teller has “set
tled” and is ready to have his cash counted. The most practical
way to count the cash is, first, to list all bundled and rolled money,
assuming for the moment that the bundles and rolls contain the
stated amounts. Next, all loose bills and coin should be counted
and the totals of each denomination listed. Assuming that the
teller has no cash items, about which more is said hereafter, the
examiner’s count should then be footed and the total should be
compared with the teller’s settlement sheet. Any overages or
shortages should be clearly indicated and the teller’s signature on
the count sheet should be obtained. The extent of verification of
bundled bills should depend upon the system of internal check
at the bank. For example, when the bundles have come from
the bank’s currency department and have been made up and
double-checked by that department and the bands bear the
initials of two clerks, a very meager test of the larger denomina
tions would seem sufficient. Larger denominations in bundles
coming from outside sources should be carefully checked,
and the smaller denominations from $5.00 down should be testchecked.
Rolls of coins should not be broken open. A test should be
made, however, by opening the ends of a few rolls to make certain
that the rolls do actually contain coins. Except in the cash of the
reserve teller, bagged coin, including gold, will rarely be en
countered. If some bags are opened, counted and weighed, the
remaining bags may be weighed and passed, if the weights closely
approximate those actually counted. Bags not counted, how
ever, should be examined to ascertain the genuineness of their
stated content.
As the cash items in most banks are handled by a special teller,
it has been assumed so far that no cash items will be found in the
other tellers’ counts. Where a special cash-items teller is main
tained and where a bank maintains the orthodox hours of nine to
three, no items other than currency should be found in any teller’s
count. Exceptions to this rule should be carefully noted and
brought to the attention of the examiner in charge, who should
investigate them.
12
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In the case of a day and night bank, which is open daily from
9.00 a.m. to midnight, the tellers’ counts become more involved.
For example, at 3.00 p.m. the transit department gathers up all
clearing items from the tellers. Any items thereafter constitute
the next day’s business. As the day tellers are on duty from
9.00 a.m. to 4.00 p.m. and the night tellers from 4.00 p.m. to mid
night, it is not possible to check all the day tellers simultaneously,
even though an examiner be assigned to each teller, since the
bank’s business is still going on. Therefore, some of the tellers
are not checked until 3.30 or 3.45, when an accumulation of
cheques has taken place between the time of the last collection of
clearings and the time of the count.
These cheques are received through deposits and by cashing
and, of course, do not constitute cash items, although a great
many of our examiners seem to think they do and unnecessarily
list them in considerable detail. The proper handling of these
cheques is to assume control of them and insist that the bank put
them through the clearings of that day’s business or as a separate
deposit under seal. Opposition to this plan is usually encoun
tered, for it disturbs the bank’s routine.
In a typical case, a settlement is made by the teller about three
o’clock, although he does not go off duty but merely closes his
window temporarily for that purpose. Therefore, if the cash is
counted at, say 3.30, a reconciliation is necessitated as follows:
Currency on hand................................................................................
Checks on hand....................................................................................

$23,000
10,000

Total cash on hand......................................................................
Less total of deposit tickets received between settlement (3.00 p.m.)
and count (3.30 p.m.)...................................................................

$33,000

Cash on hand at 3.00 p.m. settlement........................................

$25,000

8,000

The deposits received after the day tellers’ settlements are put
through the next day’s business. The auditor should insist that
these also be put through the current day, as otherwise the way is
left open for a teller to “lag” deposits by withholding, until after
the count, slips of a sufficient amount to cover a possible shortage.
There are no complications in the case to the night tellers, as
they are checked before going on duty and have only currency on
hand.
13
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All cash count working papers should state the actual time of
the count, bear the attesting signature of the custodian as well as
the examiner and should be promptly turned over to the examiner
in charge.
In larger banks, having numerous tellers, a master tellers’ sheet
is usually maintained. The examiner in charge will find this
sheet of considerable assistance when preparing the summary of
counts. The summary should be prepared so as to show for each
teller :
1. Actual currency count.
2. Cash items (if any) examined.
3. Total currency and cash items examined.
4. Amount that should be in teller’s hands.
5. Amount over (excess of 3 over 4).
6. Amount short (excess of 4 over 3).
7. Remarks (such as in explanation of cash items held by teller,
of overages or shortages subsequently discovered, etc.).
The total of 3, less 5, plus 6, should, of course, equal the total of
4 and should agree with the statement of condition.
Cash items.—The examiner should list in detail every cash item
on hand at the date of the examination. There is a possibility
that items of a similar nature may be grouped, but care should be
taken not to carry this to extremes, as destroying the identity of
the items may make it difficult to trace their subsequent clear
ance. For example, six Liberty bond coupons of the same de
nomination due on the same date may be listed in total as:
6 L.B. coupons $1.12 each due June 15, 1930—$6.72
On the following day, and every day thereafter until all are
cleared, the disposition of the respective cash items should be
traced, and any items remaining open at the end of the examina
tion should be submitted to an officer for approval and be men
tioned in the report.
Clearings.—The examiner should obtain and keep under his
control all clearing items, whether they are to be forwarded to the
clearing house or to other banks for deposit and collection. The
totals of the respective packages should be listed in schedule form
and the packages forwarded to the respective clearing mediums
in envelopes sealed by the examiner and accompanied by con
firmation form. Any exceptions reported by the clearing house
or clearing banks must be thoroughly investigated.
Loans and bills purchased.—Before the examination of the loan
department is begun, and before trial balances of the various notes
14
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are prepared, the examiner should ascertain, from the statement
or general ledger, the controlling accounts carried by the bank and
should give consideration to whether they coincide with the
captions the accountant intends to use in the statement of condi
tion prepared for the report. For example, I know of at least one
bank which carries only two controls, namely:
Loans with collateral
Loans without collateral
Yet in the statement presented by the accountant the following
appears:
Past-due paper
Demand loans:
With collateral
Without collateral
Time loans—with collateral
Bills purchased
Commercial paper

Therefore, it is obvious that when preparing the trial balance of
the notes relative to the loans with collateral, two tapes must be
prepared: that is, one of the time loans and one of the demand
loans. Since there is no way to reconcile the total of each tape
with any fixed figure (the aggregate of the two reconciling with
the control) care should be taken that the items included in each
classification are correct. This rule will apply similarly to the
non-collateral notes, with the addition that commercial paper
should be segregated.
Past-due paper, whether under a separate control or not, should
be scheduled to embrace the following information :

Name of borrower or discounter
Due date
Amount:
Single name
Double name
Other information of interest to the bank might include an
indication of notes with collateral, those which were past due at
the time of the previous examination and those on which interest
is delinquent. Remarks relative to payments or renewals made
between the commencement and completion of the examination
would be of interest.
The past-due paper will usually be time paper, although some
times demand loans, called for payment but not met, have been
15
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included under this classification. When the schedule includes
demand loans the word “demand” should be written in the “due
date” column.
Paper out for collection should be scheduled, designating the
classification under which it belongs. This schedule should
include:
Date forwarded for collection
Description (name of maker and, if possible, where payable, such
as Atlanta, San Francisco, etc.)
Due date
Amount
Name of bank to which sent for collection

If the bank under examination numbers its paper, the numbers
relating to the paper out for collection should be indicated in the
schedule.
The method of preparing the trial balances of the notes on
hand, except those past due, which will have been separately
scheduled, will depend largely upon the method used by the bank
in filing the notes. For example, some banks file the collateral
notes in envelopes with the actual collateral, the amount of the
note or balance of the loan being noted on the face of the en
velope. In such a case, the trial balance can be prepared from
the amounts on the envelope, tentatively accepting them as cor
rect, and the notes may be examined later, with the collateral,
and the amount of the note can then be checked by the amount
indicated on the envelope.
In any case, however, trial balances consisting of adding
machine tapes are to be prepared of the various classes of notes
and their totals, with the past-due paper and paper out for collec
tion reconciled with the respective controls. In considering the
mode of attack, auditing sense will necessarily have to be applied
to harmonize the method used with that of the bank.
Since all of the notes must be under the examiners’ control until
they are reconciled and released, any notes extracted by the
bank’s staff for any purpose whatsoever should be substituted by
a memorandum containing all the essential features of the note,
namely, date, due date, maker, endorser, amount, place payable,
etc.
An examination should be made of all notes to ascertain that
they are in proper form. In addition to being properly endorsed,
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a note in proper form must contain all the requirements stipu
lated in the negotiable-instruments act, which are as follows:
1. It must be in writing and signed by the maker.
2. It must contain an unconditional promise to pay a sum cer
tain, in money.
3. It must be payable on demand or at a fixed or determinable
future time.
4. It must be payable to order or bearer.
5. Where the instrument is addressed to a drawer (such as a
draft) he must be named or otherwise indicated with rea
sonable certainty.
Incidentally, while erasures, changes, deletions, etc., made on
notes might not, necessarily, nullify the notes legally, they are not
considered good form and should be noted.
Whether the notes should be examined for formality at the
same time they are listed for trial balance is debatable. If one
attempts too many functions at the same time usually none is well
performed.
Before the notes are finally released, particularly those unse
cured, and if the arrangements made for the examination are
agreeable, the following procedure in their examination tend to
make the examination a better one, safeguard the examiner’s
work and develop information of possible interest to the bank
officers:
1. Signatures or endorsements on the paper of larger
amounts might be compared with the signatures on record.
(The examiner is presumed to have a sense of proportion.
For example, $10,000 is an important portion of $1,000,000
but not of, say, $10,000,000.) The examiner is, of course, not
a hand-writing expert but glaring vagaries may be noted.
2. Demand loans remaining stationary since a previous
examination should be noted for report. These are an indi
cation of frozen loans.
3. Delinquent interest on demand loans should be ascer
tained and noted.
4. A test-check of the interest records might be made to be
certain that entries contained therein synchronize with
tickets passed to the general ledger.
Reverting for the moment to notes out for collection, since the
auditor is to examine all notes or account for them, it follows that
those out for collection should be confirmed by corresponding
with the collecting banks.
In cases where arrangements have been made to confirm non
collateral loans by corresponding with the borrowers or dis17

The Journal of Accountancy
counters, consideration, of course, must be given to this feature
before the notes are finally released. As the preparation of the
letters (in duplicate) in conjunction with this procedure would
take considerable time and as all the notes on hand probably could
not be retained by the auditor until his letters were completed, it
follows that copies of notes bearing near maturities should be
prepared and the originals released so as not to inconvenience the
loan department.
Before considering the examination of the collateral, let us
assume that the collateral registers of the bank under examination
contain a money record of the loan as well as the collateral de
posited.
If the notes are kept with the collateral, it becomes apparent
that the trial balance could have been prepared from the collateral
register and the notes checked to the latter when they were physi
cally examined with the collateral. If, however, the collateral
notes are kept in a separate file apart from the collateral, it ap
pears necessary to compare the notes with the collateral register
either before or after the trial balance of the notes is prepared,
bearing in mind the necessity of keeping under control either the
notes themselves or the record after the notes have been com
pared. It is important to ascertain that notes are in the bank’s
possession for every loan indicated in the collateral register and
that, for every note executed in collateral form, there is a record of
the collateral in the collateral register.
Examination of the collateral and the checking with the collat
eral registers may usually be deferred until the second day
of the examination. Brokers’ loans, however, because of the
frequent substitution of collateral, should be examined on the
first day.
The important function of examining the collateral is often
done in a perfunctory manner. Consideration should be given
to the following features and any exceptions should be carefully
noted:
1. Stock certificates executed in the name of the borrower
should be either endorsed in blank or accompanied by powers of
attorney. It is necessary to have at least one power for each
class or kind of stock represented. For example, if the collateral
contains 100 shares each of the common and preferred stocks of
two different corporations, four powers of attorney should have
been obtained. If the quantity of any one kind or class of stock
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exceeds 100 shares, it is usually considered good practice to have a
power for each 100-share unit or fraction thereof, to make possible
liquidation easier. This, however, is not essential.
2. Registered bonds should be accompanied by powers of at
torney.
3. Stocks or bonds registered in other than the borrower’s
name (for example, his wife) should, in addition to the powers of
attorney (or blank endorsement), be accompanied by a letter of
hypothecation which gives the borrower the right to use the
securities for the purpose designated.
4. Coupons, attached to collateral bonds, which are due and
have not been clipped, should be noted and inquiry should be
made as to why they were not delivered or credited to the bor
rower.
5. It should be noted whether or not all undue future coupons
are properly attached to bonds held as collateral.
6. Documents relative to miscellaneous collateral (such as
warehouse receipts, titles to automobiles, etc.) should be in a
negotiable form usable by and acceptable to the bank.
A keen eye will occasionally discover interesting irregularities.
For example, a stockbroker’s clerk recently discovered an un
signed municipal coupon bond that had been in circulation for
thirty years and apparently had changed ownership many times
in that period. Unusual irregularities, if discovered by the ex
aminer, are the things that obtain for him the confidence of others.
Collateral deposited with others forexchange, redemption, etc.,
should be listed and confirmed by correspondence with the holders
of record.
After the collateral has been examined or accounted for, the
confirmation letters, if this class of loans is to be confirmed, may
then be prepared in duplicate, the original being forwarded to the
borrower and the duplicate being retained as a working paper.
Usually the confirmation requests are enclosed and mailed in
envelopes addressed and supplied by the bank. This procedure,
at times, provokes considerable criticism as one of the weaknesses
of an examination. The question is asked: “How do we know it
is going to the person named or to the proper address?” To
undertake the verification of the names and addresses would be
a considerable task and one that the examiner should not be
obliged to undertake. I do think, however, that as an added pre
caution, the confirmation requests should be mailed in envelopes
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bearing the examiner’s return card. Thus any returns by the
post office would come to his direct attention.
In the case of the confirmation of secured loans, it appears to
matter little whether the name of the borrower is fictitious or not,
since, if the collateral is in order, the intrinsic value exists. Re
garding the unsecured loans, however, at least a test comparison
of the signatures on the confirmations with those on record would
seem to be advisable.
Loans secured by real-estate mortgages should be examined,
confirmed, etc., in the same manner as collateral loans secured by
stocks and bonds, with the exceptions stated hereafter:
First of all, there should accompany each real-estate loan the
following documents (subject to any vagaries in the existing laws
of the several states):

Mortgage
Bond
Title insurance
Fire insurance (unless only land)
In examining these documents it should be kept in mind that
mortgages are transferable only by assignment.
Fire insurance, of course, should be in force.
When examining a bank for the first time, it will, of course, be
necessary to examine all the documents relative to real-estate
loans. However, since the mortgages and relative bonds are
recorded instruments, and, in the event of their loss or disap
pearance, can be easily traced, there appears to be no good reason
for re-examining these documents on repeat examinations; but
examiner should ascertain that reductions in the loans have been
endorsed upon the bonds by the bank. It is also necessary to as
certain that the fire insurance is active. In other words, a com
plete examination of the documents accompanying real-estate
loans need be made only in case of those acquired since the pre
vious examination.
In the case of unsecured loans, at least a substantial check to
the credit ledger should be made to ascertain whether any credit
limits are being surpassed or not.
A schedule of loans or "accommodations” to directors, officers
and employees should be prepared showing:

1. Name.
2. Title.
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3. Amount of liability as:
(a) Maker.
(b) Endorser or guarantor.
4. Total amount of liability:
(a) Secured by collateral.
(b) Unsecured.
5. Number of shares of bank’s stock owned.
Loans or accommodations made to firms and corporations in
which a director, officer or an employee is interested should be
ascertained and scheduled to give the following information:
1. Name of firm or corporation as:
(a) Maker.
(b) Endorser or guarantor.
2. Director, officer or employee interested.
3. As a stockholder, owner, partner, director, officer or em
ployee.
4. Amount of loan:
(a) With collateral.
(b) Unsecured.
Any loans appearing to be excessive should be investigated to
ascertain whether the loan has been approved in the bank’s cus
tomary manner or not.
The collateral relative to each secured loan must be valued at
the market (bid or last sale price) to establish the adequacy of
the margin. The examiner should inquire into the bank’s pol
icies—that is, whether loans are made on 70 per cent., 75 per cent.
or 80 per cent. of the collateral value. Prices should be obtained
only from recognized publications. If prices for inactive or nonmarketable securities are accepted from an officer of the bank,
these should be carefully noted (naming the source) and mention
of them made in the report. When unable to get an officer to
commit himself to a value, a schedule of incompletely valued loans
should be prepared and included in the report as an exception to
loan margins. Undermargined loans should be submitted to a
responsible officer of the bank, and the result of the discussion
should be noted on the working paper.
All notations of prices, calculations, etc., in the verification of
margins should be made on the duplicate confirmation requests,
if requests have been made. Otherwise clear and adequate work
ing papers should be prepared. In no case are the pricing and
calculations to be made upon the records of the bank.
Any exceptions developed in the examination of the loan de
partment, or, for that matter, any department of the bank, should
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be fully noted in the working papers and adequate explanations
should be made of their disposal.
Due from banks and bankers.—On the first day of the examina
tion the examiner should obtain from the general-ledger book
keeper a list of the banks in which the examined bank maintains
funds and the respective balance at each at the close of business
on that day. Requests should be made of these banks for a
certificate of balance as at the examination date and for a state
ment for the period from the date of last rendered statement to
two or three days beyond the examination date. In cases where
the distance is great, say from coast to coast, the statement
should be requested for at least five days beyond the examination
date. Eventually, after the statements have been received,
reconciliation must be made between the certified balance and
the balance carried in the records of the examined bank. All open
items should be traced and the date of satisfaction noted.
Deposits made by the examined bank on the day of examina
tion should be forwarded to the depository bank under the audi
tor’s seal. This, however, is not always feasible where deposits
are made on the examination day prior to the start of the ex
amination. Since a statement is obtained to a period beyond the
examination date, a perusal of the items after the examination
will probably disclose charges of an unusual nature, such as
cheques returned because of insufficient funds, etc. Items of that
kind should be investigated to assure the examiner that no bad
cheques were purposely deposited to cover defalcations.
Included either in “due from banks” or under a separate con
trol will be found the items forwarded by the collection depart
ment to collection banks. A schedule should be prepared of all
the open items indicated in the “collection tickler,” setting forth
the name of the bank to which forwarded and sufficient descrip
tions of the items to permit identification. The total of the
schedule should be reconciled with the balance in the relative
control account. Confirmation of all the open items should be
requested from the collection banks.
In the case of federal reserve members, usually at least three
accounts with the federal reserve bank will be in existence,
namely:

Reserve account
Transit account
Deferred credits (liability)
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The transit account is in reality a sub-division of the reserve
account and is a convenient means of segregating the recent de
posits until they are made available by the federal reserve bank.
However, it appears that whenever a confirmation is requested of
the federal reserve banks they confirm only the actual amount
available. Therefore an analysis of the transit account should
be prepared and the items traced to the subsequent daily state
ments of the reserve account, which are received from the federal
reserve bank.
Investment bonds and stocks.—A schedule of the bank’s invest
ments should be prepared so as to serve both as a working paper
and for use in the report. This schedule should be arranged in
the manner previously indicated and the total should agree with
the relative controlling account:
Bonds:
(1) Description.
(2) Interest rate.
(3) Maturity.
(4) Par value.
(5) Book value.
(6) Estimated market price.
(7) Source of (6).
(8) Estimated market value.
(9) Location:
(a) U. S. treasurer.
(b) Federal reserve bank.
(c) Other banks or places (designated separately).
(d) Vault.
(10) Remarks.
In listing the bonds, the following classifications should be
observed, with a sub-total after each, whether the bank’s records
are so arranged or not:
United States government
State and municipal
Railroads
Public utilities
Industrial and miscellaneous
Foreign

Stocks, which as a rule are in the minority, should be listed as
follows:
(1) Description (common, class of preferred, warrants, rights,
etc.).
(2) Number of shares.
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(3) Par value (if obtainable). If no par, so state.
(4) Book value.
(5) Estimated market price.
(6) Source of (5).
(7) Estimated market value.
(8) Location (sub-divided like bonds).
(9) Remarks.
Segregation of common and preferred stocks should be made if
the volume of the list justifies it. Warrants, rights, etc., may be
listed under the caption “Miscellaneous.”
How much of the information can be included in the schedule
from the records without recourse to the actual investment will,
of course, depend upon the adequacy of the records. Usually the
investment record is well kept and little trouble is encountered in
abstracting information.
If the auditor’s instructions include a verification of the accrued
interest on bonds, appropriate columns for the interest payment
dates and the calculation of the accrual should be added to the
schedule.
In the case of the pricing of the investments, the same rule as
that mentioned in the case of the pricing of the collateral on loans
applies.
A summary should be prepared from the schedule, showing for
each of the investment classifications the book value, estimated
market value, and appreciation or depreciation. Unless specifi
cally instructed to do so, it is unnecessary to extend in the sched
ule the appreciation or depreciation for each item.
Whether the physical examination of the investments is made
prior to or after the preparation of the schedule will depend upon
the circumstances. It is desirable to have the schedule prepared
in advance, thus enabling the examiner to check the investments
by it. However, it is recognized that this matter has to be ar
ranged to meet the convenience of the officers and may be left to
the examiner’s discretion.
In examining the investments, it should be ascertained that
stocks and registered bonds are in the bank’s name and that the
status of the coupons attached to the coupon bonds is correct.
Investments deposited with others should be verified by re
questing written confirmations from the custodians.
Occasionally one will find among investments miscellaneous
items consisting of mandamuses, claims, assigned life insurance,
etc., documents which should be examined, bearing in mind the
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objects of good title and formality. Auditing judgment will
need to be applied to the confirmation of items of that nature.
In a recent case the investments of a bank included a lifeinsurance policy which the bank had retained from a liquidated
loan. The bank continued the payment of the premium. No
assignment in the bank’s favor was attached to the policy, al
though a letter to the underwriters revealed that the assignment
was properly on record at their office.
When examining a small institution, consideration should be
given to noting the serial numbers of the bonds and stocks on
hand. At subsequent examinations, substitutions of numbers
relating to such investments as have not changed during the in
terim should be carefully investigated.
Bonds and mortgages.—Certain types of institutions have con
siderable amounts invested in real-estate mortgages. Trial
balances should be prepared from the relative records and be
compared with the respective controls. In the examination of
these documents, attention may be directed to suggestions in the
preceding paragraphs on the examination of real-estate loans.
Due from United States treasurer.—(Applicable to national
banks.) Amounts due from the treasurer of the United States
are the 5 per cent. redemption fund for outstanding circulation.
Fixed assets consist of the bank’s ground and building, furniture
and equipment, safe-deposit vaults, etc. Analyses of these ac
counts should be prepared from the date of the previous examina
tion, or, if a first engagement, from the date of the last closing of
the bank’s books. Additions to these accounts should be checked
by reference to the original invoices or contracts to ascertain that
they represent proper capital charges.
If the bank has contracted for construction work on which it
has made payments of round amounts and has set up neither the
gross value of the new asset nor the corresponding liability, the
matter should be fully noted in the working papers and brought to
the attention of the supervisor.
The examiner should ascertain whether or not provision is made
for depreciation of the bank’s fixed assets, and a working paper
setting forth the facts should be prepared. Generally, deprecia
tion is credited directly to the asset account instead of to a re
serve, and where this has been the practice over a period of years,
no attempt should be made to ascertain the gross value of the
asset or the relative reserve for depreciation. A study of the
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accounts for recent periods will reveal the current policy of the
bank.
Accruals.—When accruals are set up in the bank’s accounts,
they are usually based upon estimates. The method used should
be investigated and weighed in the light of sound accounting
principles. The soundness of an estimate, for example, might be
substantiated by tests. In no case, unless specific instructions
are obtained from the supervisor, should a detailed verification be
attempted, as to do so will probably involve an enormous amount
of work not contemplated in the arrangements made.
Other assets.—Almost any kind or class of asset might be carried
under the caption “other assets,” as a bank, through liquidation
of bad loans, etc., might acquire jewelry, other merchandise or
almost anything else. Verification of these assets may be made,
as warranted by the circumstances, by the examination of docu
ments (good title considered), physical examination of the assets
or by written confirmation. The element of depreciation should
be considered.
Customers' liability under letters of credit.—A schedule should be
prepared of outstanding letters of credit and the total should be
compared with the control account. The schedule should show
the serial number, the name of beneficiary, original or face amount
and unused amount and contain a description of the customers’
guaranties. These guaranties should be inspected. Confirma
tions should be obtained from the issuing companies which should
be requested to describe the guaranties, if any, held by them.
The confirmation thus obtained will also verify the liability of
the examined bank with respect to letters of credit.
Departments.—The present-day ramifications of banking extend
into many different fields, for example, the trust department,
real-estate department, title-insurance department, foreignexchange department, safe-deposit department and so on.
Various methods are employed in the accounting of these
departments. The following three methods are typical:
1. Separate records and accounts maintained in the department
with a control account carried on the general books of the bank.
2. Separate records and accounts maintained in the depart
ment with no control in the general books of the bank. (Periodi
cally all or a portion of the income is paid over to the bank.)
3. Resources and liabilities of the department carried in the
general books of the bank.
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To some extent the method used by the bank will be governed
by statutory requirements, which should be ascertained by the
examiner. For example, some state laws require that the trust
department be kept separate from the other operations of the
bank.
In cases where methods “ 1 ” or “ 3 ” are employed by the bank,
the department concerned necessarily becomes subject to the
examination, and its resources and liabilities must be examined,
confirmed, analyzed and verified in accordance with sound audit
ing procedure. However, where method number “2” is em
ployed, the examiner should ascertain from the supervisor
whether the arrangements for the examination include the par
ticular department or not.
As the trust department is the one most commonly encountered
a program for the examination of that department is selected.
Branches.—When branches are operated by a bank the pro
cedure to be followed will largely depend upon the latitude per
mitted these branches and the accounting methods employed.
One thing is certain: namely, they will have cash on hand. Under
certain plans, they are operated as separate banking units, as
though they were independent institutions, and they retain the
custody of all resources and are responsible for all liabilities.
They issue a daily statement of their own, the net worth of which
should agree with the relative controlling account carried on the
main-office books.
A sufficient number of examiners should be assigned to each
branch to verify, in accordance with this program, any resources
or liabilities maintained there.
In routine examinations adjustments are not usually made,
particularly if they are of a minor nature. All exceptions or
discrepancies noted are mentioned in the body of the report. But
when branches are operated, and particularly if, as is often the
case, they are lagging one day behind the main office, adjustments
to bring them to a parity for the purpose of consolidation are
unavoidable.
LIABILITIES AND CAPITAL

Capital stock.—When a bank acts as the registrar and transfer
agent of its own capital stock, the following procedure in verifica
tion of its outstanding stock should be observed. On first exam
inations, in addition to a trial balance of the stockholders’ ledgers,
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a trial balance, in tape form, should be prepared of the outstanding
certificates indicated by the stock certificate books and the total
thereof should be compared with the total of the trial balance of
the stockholders’ ledgers. Examination of the certificate books,
however, is not always possible in institutions that have been in
existence for many years, because of the loss or misplacement of
the older books. When it is possible to obtain all the books, the
serial numbers of the outstanding certificates should be noted on
the tape. This will greatly facilitate verification in subsequent
examinations.
On repeat examinations, after the tape has once been prepared
in the manner indicated, it is necessary only to refer to the stock
transfer journal. Certificates cancelled between examinations,
as indicated by this record, should be eliminated from the tape,
new issues added and a new total obtained. Reference should
then be made to the certificate books to ascertain that the certifi
cate was acquired in proper manner and actually cancelled and
pasted back in the book.
In any case, whether all the certificate books are intact or not,
a test check should be made of the postings from the stock
transfer journal to the stockholders’ ledger and as many as
possible of the cancelled certificates should be traced to their
respective stubs. Care should be taken to see that all certificates
extracted from the current stub book have actually been recorded
in the stock-transfer journal.
When the registrar and transfer agent is an appointee of the
bank, confirmations of the outstanding capital stock should be
obtained. At the same time a list of the holdings by directors,
officers and employees should be obtained.
Surplus.—The surplus of a bank may be represented on the
statement in three sub-divisions, namely:

Surplus
Undivided profits
Profit and loss (or earnings and expenses)
The surplus account will usually be found to remain fairly
well fixed as, when once credit transfers are made to it from the
undivided-profits account the bank is reluctant to reduce the
surplus, since it is generally the subject of boast and consider
ably advertised. However, any changes in the surplus account
(whether increases or decreases) should be analyzed.
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An analysis of the undivided-profits account should be prepared
and all entries should be checked, except the periodical closing
entries relative to earnings and expenses. In case of these, the
extent of the work will be contingent upon the arrangements
made.
The profit-and-loss account (or earnings and expenses) will
represent the accumulated income and expense items since the
last closing of the books. If described as a profit-and-loss ac
count, a condensed analysis should be prepared indicative of the
contents of this account.
Often, however, the actual accounts representing the unclosed
earnings and expenses are shown on the statement of condition,
as for example:
Earnings:
Discounts received
Interest and exchange earned
Departmental earnings
Etc.
Expenses:
Collection charges
Taxes paid
Interest paid
Expense paid
It will be observed that the last mentioned item “expense paid’’
is not very informative and might just as well have been called
“general” or “miscellaneous.” Therefore, to ascertain the
composition of “expense paid” an analysis is necessary.
As a general rule, any profit or loss or earnings or expense items
appearing on the statement of condition will be supported by a
subsidiary record, so that analysis of the items becomes a simple
matter. The subsidiary record is usually in a form of a columnar
register, the dates being placed vertically in the left column, the
second column being a “total column” and the succeeding col
umns representing the distribution. Totals are usually computed
monthly.
If a statement of the undivided profits is to be included, the
examiner, in the absence of precedent, should obtain instructions
from the supervisor as to the period to be embraced, i.e.
(a) From date of previous examination to date of present
examination.
(b) From January 1st, current year, to date of examination.
(c) From date of last closing to date of examination.
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Care should be taken to indicate on this statement any qualifi
cations, such as
1. As per the books.
2. Without verification by audit.
3. Subject to full accruals, etc.
Since examinations are usually made on an odd date and a
bank usually closes its books semi-annually on either a calendar or
fiscal-year basis, the preparation of the statement of undivided
profits often becomes considerably involved, especially if it is to be
prepared for a fiscal period not coinciding with the bank’s fiscal
year.
Circulation outstanding.—(Applicable to national banks.) A
working paper should be prepared showing the balance of the
outstanding circulation and a confirmation should be asked of the
comptroller of the currency. Reconciliation should be made of
any variation between the amount confirmed and the amount
shown by the statement. Usually any variation will consist of
circulation in transit.
Bills payable:—A detailed schedule should be prepared of the
bills payable and the relative collateral and confirmations should
be obtained from the respective institutions from which the
money was borrowed. Since the collateral deposited will usually
bear relationship to the bank’s investments, confirmation of the
collateral should be considered in conjunction with the confirma
tion of investments deposited outside the bank’s premises.
Money borrowed under repurchase agreements is not a customary
item. However, one bank, in order not to increase the bills
payable on its statement, sold investments to another bank under
an option to repurchase within a given date at the same price.
The proceeds were charged to cash and investments were credited.
Such agreements as this should be ascertained and the facts
should be confirmed by correspondence. Since the statement of
condition will not reflect a transaction of this nature, the state
ment should be adjusted showing the item on the asset side as
follows:

Investments sold under repurchase agree
ments ........................ ................................
Less repurchase agreements.........................
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Deposits.—Under the title “deposits” will appear many classes
of items, all representing money on deposit at the bank and sub
ject to withdrawal either on demand or after notice. Those
most commonly encountered are:

1.
2.
3.
4.
5.
6.
7.
8.

9.
10.
11.
12.

Individual cheque accounts.
Savings accounts.
War loan deposits or other U. S. government deposits.
State and municipal.
Postal savings deposits.
Due to federal reserve or other banks.
Certified cheques.
Treasurers’ cheques, managers’ cheques or cashiers’
cheques.
Certificates of deposit.
Dividend cheques.
Christmas, vacation and other clubs.
Expense cheques.

Time and demand deposits should be separated.
Items 1, 3, 4 and 5 might be all under the one control so far as
the bank’s books are concerned. Since a segregation of all
government deposits is desirable and they should be confirmed,
regardless of whether the individual cheque accounts are or not, it
becomes obvious that in preparing the adding-machine tapes
(trial balance) of the individual ledgers, the names of the accounts
should be noted and a schedule of government deposits prepared.
At the same time a schedule should be prepared of all overdrafts
showing:
1.
2.
3.
4.
5.

Date incurred.
Name.
Account number.
Amount.
Disposition up to close of examination.

The same procedure should be followed in the case of the
savings accounts and club accounts. The totals of all the tapes
should be summarized and the totals of the summaries compared
with the respective controls.
The supervisor should be consulted in the confirmation of
individual, savings and club accounts (excepting government)
either in part or entirety and also in regard to the examination of
passbooks presented at the tellers’ windows during examination.
In the confirmation of government deposits, information
relative to the security deposited by the bank should be sought.
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Sometimes the security deposited is confirmed by one government
officer while the balance will be confirmed by another. Postal
savings deposits are typical as the security is held and confirmed
by the U. S. treasurer, while the balance on deposit may be con
firmed by the local postmaster.
In the case of the item “due from banks,” the bookkeeper
should be asked to prepare and turn over for mailing the state
ments and relative paid and cancelled cheques. A schedule of the
balances indicated by the statements should be prepared, the
total compared with the relative control account and the state
ments mailed.
A balance due to the federal reserve bank will generally consist
of deferred credits, an analysis of which should be prepared. The
items traced to ascertain that the examined bank has subse
quently credited them to the reserve account and that they have
been included in the daily statement received from the federal
reserve bank.
Registers will be maintained by the bank for deposit items Nos.
7, 8, 9, 10 and 12, wherein the particular item is entered at the
time of issuance and a column is provided to indicate the date on
which the item came back for payment and cancellation. Sched
ules should be prepared of the open items, the totals of which
should agree with the respective controls. In addition, except
item 7 (certified cheques) the paid and cancelled cheques on file
including treasurer’s, manager’s or cashier’s cheques and dividend
and expense cheques, should be checked by the respective register
as well as the redeemed and cancelled certificates of deposit.
When doing this, the auditor should carefully inspect for proper
signatures, dating, endorsements, etc., and any irregularities
should be noted. Expense cheques are a sub-division of the
treasurer’s, manager’s or cashier’s cheques, the distinction being
that the last three are generally issued in transactions with cus
tomers (as, for example, in exchange for cash) while the expense
cheques are drawn merely for the payment of expenses incidental
to the operation of the bank. Manager’s cheques usually are
encountered when branches are in operation.
How many of the paid and cancelled cheques and certificates
should be compared with the register is a matter of opinion and
largely dependent upon their volume and the arrangements made.
The examiner should request the bookkeeper to show him
daily, until the close of the examination, all the cheques and
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certificates that were open at the examination date and have
come in for clearing subsequent thereto. The schedule of the
open items should indicate those inspected and the date of pay
ment and cancellation.
Confirmation of the issued and outstanding certificates of
deposit will depend upon the arrangements made.
Since certified cheques are returned to the depositor upon
request, very few of those paid and cancelled will be in the bank’s
files for comparison with the register. Those coming in subse
quent to the examination date should be examined and the date of
payment should be noted on the schedule of the certified cheques
outstanding on the examination day. Confirmation of outstand
ing items should be made only after consulting the supervisor and
the request should, if possible, be addressed to the payee rather
than the maker, because, if the maker has promptly forwarded the
cheque to the payee, the former will not be in a position to certify
to the fact that the cheque had not been presented at the bank for
payment and cancellation.
In the case of the various cheques and certificates mentioned, the
danger is that, even though marked off the register as paid, they
might easily be used over again by a dishonest employee before
the cancellation perforation is made and the cheques are destroyed
upon their second presentation. Therefore, the more cheques
and certificates examined and compared with the register, the
smaller the risk will be.
Reserves.—All reserve accounts should be analyzed and the
entries verified from the date of previous examination or, if a
first examination, from the first of the year or from the date of
last closing. Consideration should be given to the purposes of
the reserves, their adequacy and the basis upon which they are
determined.
Letters of credit issued for cash.—Practically the same verifica
tion should be made of letters of credit issued for cash as in the
case of the other letters of credit, with the exception that since
they are issued for cash, no guaranties from the purchaser exist.
Guaranties, however, may have been issued by the selling bank to
the institution upon which the letter has been issued.
GENERAL

Fidelity bonds and insurance.—The documents relative to
fidelity bonds and insurance should be examined and a schedule
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prepared setting forth full particulars, especially the amount and
kind of insurance and the name and title of the person covered (or
description of the property covered). Receipts for the last
premium paid should be examined and noted in the schedule.
Leases should be examined and a schedule prepared giving full
particulars. If the bank is the lessor, any rentals in arrears
should be ascertained.
Custodies.—Any items held by the bank for safe-keeping should
be examined and checked by the appropriate records. Confirma
tion of these items by correspondence will depend upon instruc
tions.
Unused travelers’ cheques and letters of credit should be scheduled,
showing the serial numbers, denominations and the name of the
issuing companies. Confirmations should be obtained from the
latter.
Minute book.—An examination should be made of the minute
book and abstracts of matters affecting the accounts of the bank
should be made. These matters should be traced to the accounts
to ascertain that the provisions of the various resolutions have
been obeyed.
Safe-deposit department.—Mention was made that the extent of
the examination of a department will depend upon the arrange
ments made, the bank’s method of control over the department,
etc. However, even though the examination does not include a
thorough verification of this particular department, it is desirable
to include in the report a brief paragraph showing:
Number of boxes installed.............................................................
Number of boxes rented................................................................
Number of boxes vacant...............................................................
Number of boxes gratis to officers, employees, etc......................

=====
...................

This information can usually be obtained with little trouble and
is generally of interest to the manager of the bank.
System, personnel, etc.—While the usual examination does not
embrace a survey of the system, personnel, etc., nevertheless, any
obvious irregularities should be noted and mentioned in the
report.
TRUST DEPARTMENT

The trust department is usually operated as a distinct unit,
having control over its own resources, maintaining its separate
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books and accounts and is under the management of a depart
mental head known as the trust officer.
The following program is suggested when an examination of
this department is to be made.
General ledger.—Prepare trial balance or obtain a statement of
condition of the trust department and check the same to the
general ledger, verifying the footings of the statement. Unfor
tunately the accounting procedure of trust departments appar
ently has not as yet reached the point of uniformity, particularly
with regard to captions or designations. For example, one state
ment will designate on the liability side “Uninvested principal
and uninvested income,” showing any advances to beneficiaries
among the resources, while another statement designates on the
liability side the same items just mentioned in the following
manner:
Principal balances (less overdrafts)
Income balances (less overdrafts)
The number of items appearing on the statement of a trust
department will depend largely upon the volume of business
handled by the department. The following statement represents
a total of $3,000,000 in trusts:
Resources
Cash
Bonds
Stocks
Mortgages
Real estate
Miscellaneous personal property

Liabilities
*Principal balances (less overdrafts)
**Income balances (less overdrafts)
Corporate trust funds
Interest on balances
Invested trust funds
Commission

♦Uninvested principal, less advances to beneficiaries.
**Uninvested income, less advances to beneficiaries.

The trust docket is subsidiary to the general ledger (when a
general ledger is maintained) and will contain one or more pages
representing each trust. The usual docket will include pages
containing the following information:
1.
2.
3.
4.
5.
6.
7.
8.

History of the trust.
Summary or control sheet.
Cash receipts and disbursements.
Record of bonds.
Record of stocks.
Record of mortgages.
Record of real estate.
Record of miscellaneous property.
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A columnar schedule should be prepared of the resources shown
in the trust docket setting forth on the schedule the title of the
trust and headings agreeing with the control accounts indicated
by the general ledger. The totals of the respective columns
should reconcile with the respective controls and the grand total of
all the columns will be equal to the total of the liability side of the
statement.
From the foregoing statement it will be observed that while a
record of the operating income earned by the trust department is
kept within the department, apparently all the expenses are
directly paid and charged on the general books of the bank.
Another observation to be made is that in case of income enur
ing to the trusts, no segregation appears to be made between
undistributed income, uninvested income and invested income
(the latter apparently being included with invested trust funds).
Occasionally under the provisions of wills and trust agreements,
the income is not to be distributed until some future date and is to
be reinvested during the interval between its receipt and distri
bution. Therefore the income may consist of at least three
divisions, namely:

1. Distributable income—undistributed and uninvested.
2. Undistributable income—invested.
3. Undistributable income—uninvested.
While the segregation of the trust income is desirable, it would
be quite a task, if indeed possible, to make the segregation unless
the records were suitably kept. The safest rule is to follow along
the lines of the department’s statement on the ground that it is
apparently satisfactory.
Resources.—The same rule and principles applicable to the
examination of the banking-department resources are applicable
here. That is, the resources must be either examined or con
firmed, checked by the records and proper formality must be
observed. The stocks, bonds (if registered), mortgages, etc.,
relative to recently acquired trusts will cause the most annoyance,
since some of them may be away from the premises in the process
of unraveling legal red-tape, transfers, etc. Confirmation of
these items is necessary.
Accruals should be verified if required in the statement. A
schedule should be prepared of all principal and income advances
made to beneficiaries.
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Liabilities.—Excluding nominal operating accounts, the re
sources of the trust department will equal its liabilities, or vice
versa. This is good so far as the records go. But what if a trust
was received, unrecorded (or only partly so) on the department’s
books and the resources misappropriated?
Considerable differences of opinion seem to exist as to whether
the examiner should inspect the wills, trust agreements, etc., inci
dent to the trusts. In a well systematized trust department these
documents may be numbered serially corresponding to the num
bers assigned to the respective trusts. Whether or not these
instruments are examined in detail and the pertinent provisions
thereof compared with the history sheet in the docket is a matter of
arrangement. In any case, it should be ascertained that the last
number used for the documents coincides with the last number
used in the docket. This may uncover an irregularity, especially
if the documents, investments and records are not under one
control.
Receipts or releases relative to all trusts withdrawn should be
examined. Where numbers are used, a break in their sequence
will indicate the withdrawal or cancellation of a trust.
Inventories of assets turned over, which usually accompany the
will or trust agreement, should be inspected and checked by the
docket.
The history sheet in the docket should be compared with the
originating instrument and it should be ascertained that the trust
is being operated in accordance with the stated provisions.
Verification of the trusts’ income and its disposition should not
be made unless instructed. The same may be said of the operat
ing income and expenses of the department.
Corporate trusts.—A separate record is usually maintained for
corporate trusts which generally consist of corporate bonds and
stocks and possibly funds. A schedule should be prepared from
the docket and verification should be made of the respective items
either by examination or confirmation. Agreements should be
examined to ascertain that the trust department is executing the
legal provisions.
General.—Unless a thorough and searching examination is made
of the trust department, the report should be qualified to the
extent that the resources, as shown by the records, were examined
and found correct. Unless the records are substantiated, the
income and its disposal verified, a mere examination of the re
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sources shown by the records and the extraction of figures from
unverified records do not permit the examiner to give the trust
department a clean bill.
The report should be written and should include a clear de
scription of the scope of the work performed, being careful to
mention any limitations. The result of the verification should be
reported and the report should embrace any exceptions which
have not been satisfactorily explained. Proper names, designa
tions, titles, etc., should be correctly and clearly written in the
draft.
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Working-Capital Safeguards of Preferred Stocks
By Lloyd B. Raisty
Preferred stockholders are frequently endowed with special
accounting protection. The desirability of such protection arises
primarily because of the dependence of some of the preferred
rights upon certain financial relationships. The following study
of the 302 industrial preferred stocks, both active and inactive,
listed on the New York Stock Exchange, was undertaken in order
to present some of the safeguards with which such stocks are
endowed. Such contractual provisions are of particular impor
tance to the auditor who is called upon to interpret them.
Protective provisions.—Working-capital protection to preferred
stockholders is ordinarily presented by one or more of the follow
ing measures:
1. Those which prohibit dividends on junior issues under
certain conditions,
2. Those which require the consent of the preferred share
holders to pay dividends on junior issues under certain conditions,
3. Those which require the consent of the preferred to assume
current obligations,
4. Those which require the consent of the preferred to dispose
of assets or to merge or consolidate, and
5. Those which permit preferred stockholders to vote upon
weakening of the current position.
It should be understood that these types of protection are
employed primarily when the preferred stockholders are denied
full management rights. They are essentially in the nature of
veto powers. Where the preferred stockholders enjoy equal
management rights with common there is not such marked need
for measures of protection of this type. Such measures as are
employed are thus usually given to safeguard the preferred
shareholder’s interests in working capital where the right to vote
is limited.
Prohibition of dividends on junior issues.—The prohibition of
dividends on junior issues under certain conditions is the most
common protection against unfavorable liquidation extended to
preferred stocks. Since the preferred stockholders have no such
protection unless it is given in their contracts, it naturally follows
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that wide variations will be found in the employment of such
safeguards. Of the issues examined in this study, the prohibition
of dividends, generally speaking, rests upon three bases: (1) the
existence of a certain amount of assets, (2) the existence of a
certain amount of working capital, and (3) the existence of a
certain amount of surplus. Each of these bases will be discussed
in its various applications.
(1) Based on the existence of a certain amount of assets.—In
making the payment of dividends on junior issues dependent upon
the existence of a certain amount of assets, several methods are
employed. Usually a definite ratio between the assets and the
preferred stock is to be maintained. In some cases intangible
assets, such as the value of copyrights, patents, trade-marks and
goodwill, are excluded. Thus four issues (Armour & Company
(Del.), M. A. Hanna, International Combustion Engineering, and
Walgreen Company) prohibit the declaration or payment of
dividends upon the common stock which will reduce the net
tangible assets below 200 per cent. of the par value of the preferred
stock.
The provision of the 7 per cent. cumulative guaranteed pre
ferred stock of Armour & Company (Del.) is as follows:
“ No dividends shall be declared or paid upon the common stock of the com
pany in any year . . . which will reduce the net tangible assets (as hereinafter
defined) of the company below an amount equal to twice the par value of the
preferred stock of the company at the time outstanding. Net tangible assets
of the company shall be deemed to include all assets of the company exclusive
of goodwill, less all its indebtedness and other liabilities. In determining the
amount of such tangible assets there shall be taken into account, on the basis
of a consolidated balance-sheet, the assets and liabilities of subsidiary corpora
tions. Subsidiary corporations shall be deemed to include all corporations or
associations of which the company owns all of the capital stock or shares (or all
except directors’ qualifying shares) either directly or through ownership of all
of the stock (or all except directors’ qualifying shares) of any other corporation
or other corporations. Controlled corporations shall be deemed to include all
corporations or associations of which the company owns more than a majority
but less than all (or all except directors’ qualifying shares) of the capital stock.
In the case of a controlled corporation in determining such net tangible assets
on the basis of a consolidated balance-sheet, there shall be taken into account
the proportion of the assets of such corporation that the proportion of the total
outstanding stock of such corporation owned by the company bears to the total
outstanding capital stock of such corporation.” Certificate of Incorporation.

American Chain specifies that net assets of not less than 150
per cent. of the par value of the preferred must be maintained.
Instead of relating the payment of dividends to a certain ratio
between the net tangible assets and the par value of the preferred
stock, the 7 per cent. cumulative issue of the Brown Shoe Com
pany prohibits the payment of any dividends on common which
40

Working-Capital Safeguards of Preferred Stocks
will reduce the excess of net tangible assets over preferred stock
below a flat amount of $1,000,000.
More often, however, the payment of dividends on common
stock which reduces the net tangible assets below a certain rate
per share of preferred is prohibited. Thus the Crown Cork &
Seal Company is prohibited from paying any common dividends
which would reduce the net tangible assets of the company below
$30 for each share of its preferred stock outstanding. Goodyear
Tire & Rubber stipulates that net tangible assets of $125 a share
must be maintained. The preferred issues of Phillips-Jones and
Pierce Oil Corporation forbid dividends on common that will
reduce net assets to less than the par value of the preferred stock
outstanding. In these provisions there is nothing that will
prevent a stock dividend, because, obviously, in the declaration of
a stock dividend there is no reduction of assets. The 6 1/2 per cent.
cumulative preferred issue of the Hat Corporation of America
takes care of this stipulation in providing that:
“No stock dividends on the class A common stock and/ or class B common
stock shall be declared and paid which will reduce the then net assets of the
corporation in excess of its capital below twenty-five per centum (25%) of the
aggregate par value of the then outstanding preferred stock.” Certificate of
Incorporation.

Such protection from the distribution of surplus to common
stockholders in the form of additional stock is desirable. The
employment of the distribution of surplus in this manner in one
year may be followed by the failure to earn profits in the succeed
ing year, thus endangering or perhaps absolutely preventing the
payment of dividends on the preferred stock.
Another variation of this order is that which prohibits dividends
on common in excess of a certain amount. One issue of this type
was found, the 7 per cent. first preferred of Robert Reis & Com
pany. In this case no dividend in excess of $4 a share can be paid
on common; nor can the corporation purchase or retire any second
preferred or common stock if such action would reduce assets over
and above its indebtedness below 125 per cent. of the first pre
ferred outstanding plus accumulated dividends. This prohibition
is, of course, somewhat negative, in that presumably common
stock dividends below $4 per share could be declared and paid, thus
gradually reducing the equity of the preferred stockholders.
(2) Based on the existence of a certain amount of working
capital.—A second method of determining when dividends are to
be prohibited on junior issues is that of making such dividends
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dependent upon the existence of a certain amount of working capi
tal. Contracts giving this protection specify various bases on
which to judge the amount of working capital to be preserved as
protection to the preferred interests. One method is to prohibit
dividends which will reduce the net current assets below a certain
figure. In some cases this figure is given as so much in dollars
per share. Thus, Crown Cork & Seal specifies $15 of net current
assets to each share of preferred stock; Goodyear Tire & Rubber,
$75; McLellan Stores and United Dyewood, $100. An example
of this stipulation is that of Goodyear Tire & Rubber:
“No dividend shall be declared or paid upon or set apart for common stock
. . . when consolidated net current assets . . . would be reduced to less than
$75 . . . per share for first preferred stock at the time outstanding.”

Another method is to prohibit dividends that will reduce the net
current assets below a stated amount in dollars. For example,
Consolidated Film Industries prohibits dividends on common that
will reduce net current assets below $2,400,000; Crown Willa
mette Paper, below $7,500,000 (“So long as the sum of the par
amount of outstanding first mortgage bonds of this corporation
and an amount equal to one hundred dollars ($100) per share on
the outstanding first preferred stock of this corporation exceeds
thirty million ($30,000,000) dollars”); Foster Wheeler Corpora
tion, below $1,000,000.
The contractual provision of the Consolidated Film Industries
follows:
“ No dividend whether in cash, property, or stock shall be declared on the
common stock nor shall the corporation purchase any of the preferred stock or
common stock or make any distribution of assets directly or indirectly to
holders of the common stock so long as any preferred stock is outstanding
(unless all the preferred stock shall have been purchased or called for redemp
tion and adequate provision made for the payment of the redemption price) if
the corporation is in default in the payment of any fixed cumulative dividend on
the preferred stock or if the net current assets of the corporation at book value
are, or by such dividend on the common stock or purchase of stock or distribu
tion of assets would be reduced to, an amount less than two million four hun
dred thousand dollars ($2,400,000).”

Still another method followed is to relate net current assets to a
certain percentage of the par value of the preferred stock. For
the issues studied, this percentage ranges all the way from 60 to
125. Thus, General Mills forbids any dividends on common that
will reduce net current assets to less than 60 per cent. of preferred
outstanding; and American Chain to less than 66 2/3 per cent.
McCrory Stores specifies 75 per cent.; Brown Shoe Company, 80
per cent.; Loose Wiles Biscuit Company, 90 per cent.; Sidney Blu
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menthal and International Combustion Engineering, 100 per cent.;
Willys-Overland and Fairbanks-Morse, 110 per cent.; and the
two preferred issues of Fisk Rubber, 125 per cent. Though such
percentages are established, there is nothing in that fact which will
protect the preferred stockholders in these companies from the
declaration and payment of stock dividends. Indeed, the pre
ferred stock contracts of both Fairbanks-Morse and General Mills
specifically exclude stock dividends.
The two issues of the Fisk Rubber Company carry the interest
ing provision that:
“ Whenever any dividend shall be declared upon its common stock, the com
pany shall, within thirty (30) days after such declaration and at least six (6)
days before such dividend shall be payable, file with its stock transfer agents a
statement in writing, certified by its president or vice-president and also by its
treasurer or an assistant treasurer, setting forth the quick assets as above
defined and liabilities of the company as of the last day of the month last
preceding such declaration, and such statement shall be open to examination by
any holder of preferred stock.” Certificate of Incorporation.

A further method used in relating dividends on common to
working capital is to specify the maintenance of a certain ratio be
tween current assets and current liabilities. The 6 1/2 per cent.
preferred issue of the Consolidated Cigar Corporation carries
such a provision which specifies a maintenance of current assets
at one and one-half times current liabilities. Four issues
(Edward G. Budd Manufacturing Company, City Ice & Fuel,
Colgate-Palmolive-Peet, and Foster Wheeler Corporation) pro
vide that no cash dividends can be paid on common stock unless
the total current assets are at least double the current liabilities.
In addition to its other provisions covering this matter, the Ameri
can Chain’s preferred issue provides against the payment of any
dividends on common that will reduce the current assets to less
than two and one-half times the current liabilities. One preferred
stock, the 6 per cent. issue of Hamilton Watch Company, goes
still higher and requires current assets to be maintained at three
times current liabilities.
(3) Based on the existence of a certain amount of surplus.—A
third general method of preventing the dissipation of working
capital through the payment of dividends on junior issues is to
make such dividends dependent upon the existence of a certain
amount of surplus. This contingency is a little stronger than
the foregoing, inasmuch as it protects the preferred stockholders
from stock dividends. The surplus maintained is related to the
dividend requirements on the preferred stock so as to maintain
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continued preferred dividends. The reservation of surplus in
this manner is, of course, further recognition of the preferred
status of the preference shares. Such reservation may be made
as a certain amount of surplus in dollars or as an amount equal
to dividend requirements on preferred for a stated number of
years. Thus, ten of the preferred issues included in this study
prohibit dividends on common that will reduce surplus below a
stated amount in dollars, ranging from $400,000 to $5,000,000.
These issues and the stated amounts are as follows:
Bloomingdale Brothers
A. M. Byers................
Collins & Aikman....
Florsheim Shoe..........
Kelsey-Hayes.............

Loew’s, Inc. $5,000,000
McCrory Stores..........
800,000
Robert Reis.
1,000,000
Spear & Company. . .
400,000
United Piece Dye. . . .
1,500,000

$ 675,000
2,500,000
1,500,000
1,000,000
500,000

Of these ten issues, the 6 1/2 per cent. cumulative preferred stock
of Loew’s, Inc., provides that dividends on common stock may be
paid only when after such payment the consolidated surplus of the
company and its subsidiaries would be not less than $10,000,000,
except that this surplus might be reduced to $5,000,000 through
the payment of dividends in common stock.
A composite provision setting forth such reservation will read
as follows:
The company, anything herein to the contrary notwithstanding, shall not
declare and pay upon, or declare and set apart for, the common stock any
dividend should the aggregate of the surplus and capital surplus of the com
pany be less than $——— or be thereby reduced below said amount.

In such contracts it is usually further provided that surplus
arising from an increase in value of any assets, unless realized
upon a sale or other disposition, shall not be included and, further,
that any surplus arising from the purchase or redemption of any
stock of the corporation shall not be considered.
Akin to those issues which reserve a stated amount of surplus
in dollars are those preferred stocks which prevent the payment of
dividends on junior issues which will reduce surplus below an
amount required for preferred dividends for a stated number of
years. Typical of such contracts is that of the 7 per cent.
cumulative preferred of Artloom Corporation:
“ In no event, so long as any preferred stock shall be outstanding, shall any
dividends whatsoever be paid or declared nor any distribution made on the
common stock, nor shall any common stock be purchased, redeemed or other
wise acquired by the corporation, nor shall any distribution of capital be made
to the holders of the common stock, unless and until . . . the surplus and net
profits of the corporation available for dividends on the preferred stock is in
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excess of an amount equal to full dividends for a period of two years on the
largest amount of preferred stock which shall ever have been issued and out
standing, and the payment of such dividend on the common stock or such
action will not reduce the surplus and net profits of the corporation below such
amount.”

Thus, five issues were found requiring the maintenance of sur
plus equal to at least one year’s dividend requirement on the
preferred. Of these stocks, the two issues of Cushman’s Sons
and the issue of H. R. Mallinson Company require the reservation
of not only one year’s requirement on the dividend but the sinking
fund requirement as well. The other two issues, Foster Wheeler
Corporation and Hamilton Watch Company, in addition to their
other working capital protection, specify that no dividends can
be paid on their common stocks which will reduce earned surplus
below the amount required to pay one year’s dividends.
Those issues specifying maintenance of a surplus equal to at
least two full years’ dividend requirement on preferred are seven
in number: Artloom; Consolidated Oil; Duplan Silk; Gimbel
Bros.; National Department Stores; Real Silk Hosiery; Walgreen
Company.
One issue, Fashion Park Associates’ 7 per cent. preferred,
provides for the maintenance of a surplus equal to at least two
and three-fourths times its annual dividend requirement; and a
surplus equal to at least three years’ preferred dividend require
ment is specified by three preferred stocks—Archer-DanielsMidland, Colgate-Palmolive-Peet, and Franklin Simon.
To the same effect are those stocks which require the setting
up of a reserve for preferred stock dividends. Thus, the $6
cumulative convertible preferred of the Snider Packing Corpora
tion (eliminated in 1932) required a reserve equal to at least four
full quarter-yearly dividends upon the preferred stock before
dividends could be paid on the common stock. Likewise, the
Studebaker preferred stock carries the provision that, before
any dividends can be paid on the common stock, a special surplus
account of at least $1,000,000 must be set up for preferred divi
dend requirements and, further, that in no event can any dividend
on common in excess of 6 per cent. be paid unless this dividend
reserve amounts to at least $2,500,000.
A variation of the preferred stock contracts requiring the main
tenance of a certain surplus before dividends may be paid on
common is offered by the Firestone Tire & Rubber Company’s
6 per cent. cumulative, series A. In this issue dividends on
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junior stocks are prohibited when they will reduce the sum of
the earned surplus and the paid-in surplus of the company plus
the paid-in capital represented by all such junior stocks to an
amount less than two-thirds of the aggregate par value of all the
preferred stock. In this instance, of course, stock dividends on
junior issues are not prohibited.
Consent of preferred stockholders to pay dividends.—In order to
give the preferred stockholders some control over the maintenance
of adequate working capital, some corporations, while not pro
hibiting dividends on junior issues, require the consent of the
preferred stockholders under certain conditions before such
dividends may be paid. It may be assumed, however, that this
procedure is relatively rare, since only three issues out of the 302
examined provide for such consent. One of these refers to the
assumption of obligations of other corporations or of subsidiaries.
Thus, it is usually provided that, without consent of a certain
percentage of the preferred stockholders, the corporation may not
guarantee the dividends, sinking fund or retirement of principal
or of interest on obligations of any other corporation other than
obligations of subsidiaries incurred in the usual course of business.
Typical of such reservation of power to the preferred stockholders
is the provision of the 7 per cent. cumulative preferred of Abra
ham & Straus:
“ The consent of the holders of at least two-thirds in interest of the preferred
stock then outstanding, given in person or by proxy, either in writing at a meet
ing called for that purpose, at which the preferred stock shall vote separately as
a class, shall be necessary for effecting or validating, the giving of a guarantee
or other obligations of this corporation for the payment of the interest on or
any portion of the principal of the obligations of any other corporation (except
of subsidiary corporations incurred in ordinary mercantile transaction in the
usual course of their business), or for the payment of the dividends on or the
retirement or sinking fund of the preferred or other stock of any other corpora
tion.” Certificate of incorporation. (This provision was noted in the preferred
stocks of the following companies: Archer-Daniels-Midland; Barker Brothers;
Collins & Aikman; Devoe & Raynolds; Fashion Park Associates; MinneapolisMoline Power Implement; Walgreen Company.)

It will be noted that a provision of this nature gives slight
protection against an unwarranted increase of current liabilities.
It is true that measures of control over working capital discussed
above (namely, prohibition of dividends and the consent of pre
ferred necessary to pay dividends) tend to prevent the dissipation
of working capital through the payment of dividends on junior
issues. Nevertheless, such measures of control are purely nega
tive, inasmuch as, if no other dividends are paid, there is nothing
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which will prevent a great increase of current obligations. As a
matter of fact, most of the issues examined expressly stipulate
that the consent of the preferred shareholders shall not be neces
sary to validate the pledging of liquid assets. Thus, while the
contract may stipulate that the consent of the preferred share
holders shall be necessary to create a mortgage, lien, charge or
incumbrance of any kind upon any part of the real or personal
property of the corporation, it is commonly provided that:
“ This restriction shall not apply to nor shall it operate to prevent . . . the
pledging by the corporation or any subsidiary corporation, as security for loans
made to the corporation or to any subsidiary corporation in the regular and
current conduct of the business, of notes, accounts receivable, merchandise,
stocks, bonds, or other securities, or other liquid assets, owned by the pledgor,
other than the obligations, securities or stocks of a subsidiary corporation.”
(Excerpt from Artloom Corporation 7 per cent. cumulative preferred stock
contract.)

Nevertheless, the assumption by a corporation of interest
payments or of sinking-fund retirement obligations appertaining
to another corporation or a subsidiary might have a drastic
effect upon the maintenance of the corporation’s working capital.
Therefore, veto powers over such action may be regarded as
desirable from the viewpoint of the preferred stockholder.
Consent of preferred necessary to dispose of assets or consolidate
with other companies.—Many preferred stock contracts expressly
stipulate that the consent of the preferred stockholders is neces
sary to validate the sale or other disposition of assets or to vali
date the merger or consolidation of the corporation with other
companies. While such requirements do not relate strictly to
the maintenance of working capital, the inclusion of such con
tingent powers in this section is warranted inasmuch as the work
ing capital would be vitally affected by such corporate actions.
Though the percentage of preferred stock necessary to approve
such action varies, the corporate action concerning which approval
of the preferred is necessary is generally stipulated in such phrase
ology as the following:
Without the affirmative vote or the written consent of the holders of a ma
jority in number of the outstanding shares of preferred stock, the corporation
shall not, so long as any of the preferred stock remains outstanding, sell, ex
change, transfer, convey or lease all or substantially all of the assets or business
of the corporation with any other corporation.

It should be obvious that the preferred stockholders have a vital
interest in any one of these corporate actions. Valuable earning
assets might thus be disposed of, which would reduce materially
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the working capital of the company. A merger or consolidation
with another company might be consummated, the net result
of which would be a drastic reduction in the amount of working
capital.
The procedure varies in the application of such protection.
In some cases a certain proportion of the preferred stock must
give its approval to such corporate actions; in other cases a certain
proportion of the preferred stockholders must register disap
proval. Thus the Symington Company class A stock and Peoples
Drug Stores preferred require the approval of 60 per cent. of the
preferred stockholders to dispose of the assets or consolidate with
any other corporation. The most common provision, however, is
that requiring the consent of at least 66% per cent. of the out
standing preferred stock to validate such actions. Of the issues
examined in this study thirty-five require such percentage. Ten
issues require the approval of 75 per cent. of the preferred out
standing, while eight specify a majority.
Of a more negative character, and clearly not so effective in its
protective aspects, is the provision that written disapproval of at
least one-third of the preferred stock may invalidate or avoid
mergers, consolidations, or other disposal of the assets of the
corporation. Of the issues examined, only six specify such
procedure. It might be objected that such veto powers would
be of scant value, considering the wide distribution of stock own
ership and the general disinterestedness of corporate stockholders.
However, it should be noted that where disapproval of a certain
proportion of the preferred stock may prevent certain corporate
actions, notice of such actions is given to the preferred stock
holders. Thus, the Certain-Teed Products Corporation has
written into its contract with its preferred stockholders that, if
any such actions are contemplated, written notice. . . .
“. . . shall be mailed to each holder of record of preferred stock at the close of
business five days before the date of such mailing, at his address as registered
on the books of the corporation.” Certificate of Incorporation.

Where positive consent of the preferred stock is required, rather
than the written disapproval of the preferred stock, the preferred
stockholders for obvious reasons are assured of greater protection.
Management rights upon weakening of the current position.—A
greater protection to the preferred stockholders (against weaken
ing of the current position) than any of the foregoing measures
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is the provision which extends management rights to the pre
ferred stockholders when adequate maintenance of working cap
ital is threatened. There are several methods of extending such
management rights, and they differ in many ways, especially in
regard to the amount of working capital that must be main
tained. As far as the management rights are concerned, preferred
stock under certain conditions may be given exclusive control over
the election of directors, or it may be given power to elect a
majority of directors, or it simply may obtain equal voting power
per share with common stock. These methods may be examined
in this order.
Rarely are the preferred stockholders given exclusive power for
the election of directors upon the weakening of the current posi
tion of the corporation. Of the preferred stocks examined in this
study, only the first preferred issue of Bayuk Cigars, Inc., carries
this power. In the contract of this issue it is provided that,
whenever the value of net quick assets of the corporation amounts
to less than 125 per cent. of the par amount of the first preferred
outstanding, the entire voting power for election of the directors
of the corporation becomes vested exclusively in the holders of
such stock.
Protection of the preferred stockholders’ interest in working
capital that goes so far as to permit preferred to elect a majority
of the directors is, likewise, rare. Only three issues were found
where such protection was given—viz., Colgate-Palmolive-Peet,
Devoe & Raynolds, and A. G. Spalding & Brothers. In each of
these issues the conditions under which preferred stockholders
obtain such voting power vary widely. Thus the ColgatePalmolive-Peet preferred issue elects a majority of the directors
only when the net current assets amount to less than the par value
of the outstanding preferred stock for a continuous period of
twelve months.
The provision of this stock may be quoted in full in illustra
tion of the manner and method followed when the preferred stock
obtains such voting power.
“There shall be at all times maintained, on the basis of a consolidated
balance-sheet, net current assets as above defined in an amount not less than
the amount of preferred stock at the time outstanding ... in the event that
the net current assets as aforesaid for a continuous period of twelve (12) months
shall be less than the amount as hereinbefore provided, then, at the request of
any stockholder or stockholders owning not less than five per centum (5 per
cent.) of the preferred stock then outstanding, a special meeting of the holders
of common stock and of the preferred stockholders of the corporation shall be
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called by the president, vice-president or secretary, which meeting shall be con
vened on ten (10) days’ notice by mailing a copy of such notice to each holder
of record of stock, common or preferred, at the time such notice is mailed to
his address as the same then appears upon the books and records of the corpora
tion, and such meeting shall be so called for a time no later than twenty
(20) days after such request; or in default for five (5) days, after the making of
such request, of the calling of said meeting, then such meeting may be called
by any preferred stockholder. Such meeting shall be held at the place last
appointed by the corporation as the place for the holding of its stockholders'
meetings, and in default of any prior appointment of such place, at the prin
cipal office of the corporation in the state of Delaware. At such meeting, if
the corporation be still in default under the aforesaid terms and provisions
hereof, the then members of the board of directors shall be removed and a new
board of directors shall be elected, of which board the majority of the members
(meaning a minimum majority) shall be elected by the exclusive vote of the
holders of preferred stock, each share having one vote, and the other members
by the exclusive vote of the holders of common stock, each share having one
vote; and thereafter, so long as any such default continues, the holders of pre
ferred stock shall have the right to vote such stock at any stockholders’ meeting
of the corporation in like manner and with the same effect in respect to election
of directors.” Certificate of Incorporation.

It would appear that, while the preferred stock of this company
might proceed to elect a majority of the directors who would
tend to operate the company in the interest of the preferred stock
holders, nevertheless, the long period of twelve months inter
vening before such power would be obtained might be sufficient
to witness the wrecking of the current position of the enterprise.
The provision of Devoe & Raynolds in this matter offers greater
protection. In this instance, whenever net current assets are not
maintained at 150 per cent. and net tangible assets at 125 per
cent. of the outstanding first preferred stock, or current assets
are not maintained at two and one-half times the current lia
bilities, the first preferred is entitled to elect a majority of direc
tors. Similar to this provision in its protective aspects is the
first preferred of A. G. Spalding & Brothers, whose contract
specifies that the holders have a right to elect a majority of the
directors whenever the net quick assets fall below $125 per share
of the first preferred stock outstanding and whenever net tangi
ble assets fall below $225 a share. In both of these contracts
preferred stockholders thus are given prompt powers to bring
about changes in the management which will insure the preserva
tion of their interest in the working capital. The margins of
safety back of each issue may, likewise, be regarded as ample.
More frequently the acquisition of management rights on the
part of the preferred stockholders upon weakening of the current
position takes the form of equal voting rights per share with
common. Only eight preferred stocks of the 302 examined pro
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vide for such acquisition of voting rights. The conditions upon
which this voting power is based differ widely. In some cases
voting power rests upon the existence of a certain amount of net
assets; in others the existence of a certain amount of net current
assets; while in one issue the voting power depends upon the
maintenance of earnings.
A number of issues stipulate the maintenance of a net-asset
relationship to the preferred. Thus McLellan Stores, series A,
issue is entitled to one vote for each share upon failure of the
corporation to maintain its net tangible assets at an amount equal
to at least 150 per cent. of the preferred stock outstanding. The
Edward G. Budd Manufacturing Company’s preferred carries a
similar provision, which stipulates that such depletion can con
tinue for a period of sixty days before voting power is obtained by
the preferred. The Century Ribbon Mills 7 per cent. issue,
likewise, votes share for share with common upon ninety days’
failure to maintain net tangible assets at not less than 200 per
cent. of preferred outstanding. Another preferred stock,
Webster Eisenlohr, Inc., specifies that the preferred stock shall be
entitled to vote when net assets of the corporation, other than
goodwill and trade-marks, as determined by a certified public
accountant, become less than the par amount of the preferred
stock outstanding.
Still another issue stipulates the maintenance of a current
asset relationship to the preferred stock. Thus, the $25 par value
preferred stock of the Diamond Match Company votes share for
share with the holders of common stock whenever net quick
assets fall below $20 for each share of preferred. The first
preferred and the first convertible preferred stocks of the Fisk
Rubber Company, likewise, obtain such voting power whenever
net current assets fall below 125 per cent. of the total par amount
of the two issues.
The sole issue which confers upon preferred equal voting rights
with common when earnings fall below a stated amount is that of
E. I. DuPont de Nemours & Company. This unusual provision
may be quoted in full:
“ In the event that the earnings of the corporation during any calendar year
shall amount to less than nine per cent. (9 per cent.) of the debenture stock of
both classes issued and outstanding during said year, the holders of the non
voting debenture stock shall have an equal right to vote on all questions with
the holders of the voting debenture stock and of the common stock, which right
to vote shall continue until such time as the net earnings during some future
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calendar year shall equal nine per cent. (9 per cent.) of the debenture stock of
both classes issued and outstanding in such year.” Certificate of Incorporation.

In view of the foregoing methods of protection extended to pre
ferred stocks, it becomes a matter of extreme importance for the
auditor to scan closely such provisions. The relationship existing
among the various classes of stock will be materially affected by
the auditor’s interpretation of such covenants.
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William Bynner Campbell
At the moment of going to press comes word of the death of
William B. Campbell, a member of the executive committee of
the American Institute of Accountants.
William Bynner Campbell, executive senior partner of the firm
of Price, Waterhouse & Co., died on June twenty-second at St.
Luke’s Hospital, New York, at the age of 52, after a prolonged
illness.
Mr. Campbell was a member of the council of the American
Institute of Accountants and at various times served on the
Institute’s most important committees, notably as chairman of
the special committee on cooperation with bankers. For six
successive years (1922-1928) he was a member of the Institute’s
board of examiners. He was also a member of the board of direc
tors of the New York State Society of Certified Public Account
ants and held C. P. A. certificates of New York and several other
states. During the world war he served with distinction in the
treasury department in Washington.
Mr. Campbell was born on November 21, 1881, at Heaton
Norris, Stockport, England. In 1905 he became a member of the
Institute of Chartered Accountants in England and Wales and
during the following year went to Toronto, Canada, and later to
Buffalo, New York. In January, 1911, he joined the staff of
Price, Waterhouse & Co., in Chicago. In 1917 he was admitted
to partnership in the firm in charge of the Detroit office, and in
1927, at the age of 45, he became executive senior partner in New
York, a position which he held at the time of his death.
Mr. Campbell came of an old Scottish family, founded by one of
Robert Bruce’s soldiers. The family estate is “Dalhanna,”
Cummock, Ayrshire, Scotland. He is survived by his wife,
Jessie Campbell, and three sons, William Bynner, Jr., Hugh
Morgan and David Arthur Campbell, all of Great Neck, also by
a sister, Mrs. Charles Reynolds of Buffalo, New York, and a
brother, Thomas Campbell of Bahia Blanca, Brazil.
Funeral services were held at Community house, Great Neck,
Long Island, on June 23rd. Interment was at Braceville, Illinois.
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[Note.—The fact that these answers appear in The
ancy should not cause the reader to assume that they

Journal of Account
are the official answers
of the board of examiners. They represent merely the opinions of the editor of
the Students' Department.}

Examination in Accounting Theory and Practice—Part I

May 17, 1934, 1:30 P. M. to 6:30 P. M.

Solve problems 1, 2 and 3 and either 4 or 5

No. 1 (35 points):
From the accounts and information given below prepare:
(a) Consolidated balance-sheet.
(b) Consolidated goodwill and capital surplus account.
(c) Consolidated earned surplus account.
(d) Any necessary comments required for correct interpretation of the
accounts as presented.

Balance-Sheets. December 31, 1933
D
B
A
Company Company
Company
$ 346,480 $ 132,740 $ 68,740
Accounts receivable..............................
Cash surrender value of life-insurance
15,480
policies...........................................
9,720
224,682
59,420
Cash in bank........................................
6,232
2,740
14,620
Deferred charges...................................
109,630
267,032
462,000
Inventories............................................
Investment in B Company—4,000
600,000
shares at cost.................................
Investment in D Company—800 shares
200,000
at cost.......................................... .
Land, buildings, machinery and equip
408,784
273,086
897,306
ment ..............................................
16,836
Receivable from D Company..............

Accounts payable.................................
Reserve for depreciation......................
Reserve for bad debts..........................
Capital stock—common:
10,000 shares of $100 each...............
5,000 shares of $100 each...............
1,000 shares of $100 each...............
Earned surplus......................................
Payable to B Company........................
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$2,560,568

$1,091,044

$463,916

$ 326,740
370,620
38,000

$ 127,630
138,760
17,000

$ 96,940
96,320
10,000

1,000,000

500,000

825,208

307,654

100,000
143,820
16,836

$2,560,568

$1,091,044

$463,916
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Earned Surplus Accounts
$ 720,808

$ 285,672

$126,948

8,260
12,390

2,762
4,710

974
2,978

32,640
81,110

11,690
27,820

3,276
9,644

Dividends paid.................................

$ 925,208
100,000

$ 332,654
25,000

$143,820

Earned surplus per books December 31, 1933...............................

$ 825,208

$ 307,654

$143,820

Surplus as at December 31, 1931....
Net operating income:
Six months ended June 30, 1932. .. .
Six months ended December 31, 1932
Dividends on B Company stock re
ceived September 30, 1933...........
Excess of proceeds of sale of E Company
stock over cost..............................
Net operating income:
Six months ended June 30, 1933. .. .
Six months ended December 31, 1933

20,000
50,000

The A Company acquired 3,750 shares of common stock of the B Company
on January 1,1933, and a further acquisition was made of 250 shares on June 30,
1933, the cost price in both cases being $150 a share. The B Company ac
quired 800 shares of the D Company—an 80% interest—on June 30, 1932, for
$200,000.
The A Company owned all of the capital stock of the E Company from June
30, 1927, to September 30, 1933. At the latter date the stock was sold for
$100,000, or $50,000 more than the purchase price. The net worth of the E
Company amounted to $60,460 on June 30, 1927. By December 31, 1932, it
had increased through earnings to $87,630 and by September 30, 1933, it
showed further earnings, the capital and surplus then amounting to $93,920.
The inventory of the A Company at December 31, 1932, contained mer
chandise acquired from the E Company, valued at $18,700, the sum billed by
the latter company. The goods had been produced by the E Company at a
cost of $17,000.
Solution:
As formal working papers are not required by the examiners in a solution to
this problem, it is possible to save considerable time by:

(1) Cross-adding, on the problem itself, the amounts of like assets and
liabilities.

(2) Dropping out the inter-company accounts such as:
Investment in B Company
Investment in D Company
Receivable from D Company
Capital stock—B Company
Capital Stock—D Company
Earned surplus—all companies
Payable to B Company
(3) Inserting in the consolidated balance-sheet (a), the totals of the assets
and liabilities obtained under (1) and the goodwill, capital surplus,
consolidated surplus, and minority interests obtained in (b), (c), and
schedule (1) following.
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(a)

Company A and Subsidiaries
Consolidated Balance Sheet, December 31, 1933

Assets
Current Assets:
Cash in bank............................................ $ 293,822.00
Accounts receivable............. $547,960.00
Less—Reserve for bad debts
65,000.00
482,960.00

838,662.00

Inventories.............................

$1,615,444.00
Total current assets..................................
15,480.00
Cash surrender value of life-insurance policies
23,592.00
Deferred charges..............................................
Land, buildings, machinery and equipment .. $1,579,176.00
973,476.00
Less—Reserves for depreciation..................
605,700.00

17,662.40

Goodwill

$2,645,654.40
Liabilities and Net Worth
Accounts payable.............................................
$ 551,310.00
Minority interest.............................................
212,838.48
Net worth:
Capital stock—10,000 shares of par value of
$100.00 each......................................... $1,000,000.00
Earned surplus.............................................
844,369.26
Capital surplus.............................................
37,136.66

Total net worth........................................

1,881,505.92

$2,645,654.40
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$809,837.20

$100,000.00
126,948.00
974.00
$227,922.00

Book value, June 30, 1933..................................................................................................

5% thereof .......................................................................................................................
Acquisition by Company B of stock of Company D:
Capital stock .......................................................................................................................
Earned surplus, December 31, 1931...................................................................................
Net operating income six months ended June 30, 1932....................................................
Book value at June 30, 1932................................................................................................

Totals ...........................................................................................................................

80% thereof.....................................................................................................................

2,620.80

11,690.00

$795,526.40

80% of $3,276.00.........................................................................................................

Pro-rata share of Company D:

Book value, December 31, 1932.........................................................................................
75% thereof.....................................................................................................................
Net operating income six months ended June 30, 1933:
Company B .....................................................................................................................

2,382.40

2,762.00
4,710.00

200,000.00

37,500.00

$562,500.00

Purchase
price

$819,474.26 $800,000.00

182,337.60

40,491.86

$596,644.80

Proportionate interest

Book value

C apital Surplus

Total

and

$500,000.00
285,672.00

G oodwill

Acquisition by Company A of stock of Company B:
Capital stock ........................................................................................................................
Earned surplus, December 31, 1931...................................................................................
Net operating income six months ended:
June 30, 1932...................................................................................................................
December 31, 1932..........................................................................................................
Pro-rata share (80%) of profits of Company D accruing to Company B :
Six months ended December 31, 1932:
80% of $2,978.00.........................................................................................................

(b)

$17,662.40

$17,662.40

Goodwill

$37,136.66

2,991.86

$34,144.80

Capital
surplus
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(c)

Company A and Subsidiaries

Analysis of Consolidated Surplus for the period January 1, 1932 to
December 31, 1933

Balance, Company A—January 1, 1932................
Add:
Profits for the year, 1932....................................

$720,808.00

20,650.00

Balance, Company A—December 31, 1932 ..........
$741,458.00
Add:
Profits for the year 1933:
Company A...................................................... $113,750.00
Company B (applicable to Com
pany A):
Six months ended June 30,1933:
75% of $11,690.00.............. $ 8,767.50
Six months ended December 31,
1933:
80% of $27,820.00..............
22,256.00
31,023.50
Company D (applicable to Com
pany A):
Six months ended June 30, 1933:
75%of 80%of $3,276.00.... $ 1,965.60
Six months ended December
31, 1933:
80% of 80% of $9,644.00.. .
6,172.16

8,137.76

152,911.26

Profit on sale of stock of Company E...................

50,000.00

Total.................................................................
Deduct—Dividends paid.........................................

$944,369.26
100,000.00

Balance, December 31, 1933...................................

$844,369.26

Schedule I
Statement Showing Computation of Minority Interest
Minority Interest
Net Worth Per Cent Amount
B Company:
Capital stock........................................... $ 500,000.00 20% $100,000.00
Surplus, per balance-sheet...................
307,654.00 20%
61,530.80
Share of profits of D Company for the
period June 30, 1932 to December
31, 1933.............................................
12,718.40 20%
2,543.68

Total.................................................... $ 820,372.40
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D Company:
Capital stock................
Surplus, per balance-sheet

Total
Total—both companies

$ 100,000.00 20%
143,820.00 20%

$ 20,000.00
28,764.00

$ 243,820.00

$ 48,764.00

$1,064,192.40

$212,838.48

Note—The minority stockholders in B Company have a 20% interest in the
profits of D Company which accrued during the period of stockholding.
(d) Any necessary comments required for correct interpretation of the
accounts as presented.
The information given in the last two paragraphs of the problem, relating to
the net worth valuations of E Company, at different dates and the inter
company profits in inventories is not essential to the solution of the problem.
The investment in the stock of E Company cost $50,000 and was sold prior
to the balance-sheet date for $100,000, resulting in a profit on the sale of
securities of $50,000 which profit was correctly recorded as a surplus credit in
the accounts of A Company. The changes in the net worth of E Company,
and the inter-company profits in inventories were not recorded in the accounts
of A Company during the period that A Company owned and controlled E
Company. Hence, no adjustments are necessary.
The following alternative method is more complete than is required for the
examination but is presented here for explanatory purposes. In this solution
the investment accounts are adjusted to reflect the net changes in the surplus
accounts of the subsidiary companies resulting from the profits earned and
dividends paid during the period of stock ownership, and eliminations are then
made at present book values.

Adjustment (1)
Investment in stock of D Company......................
Surplus—B Company..........................................
To record the proportionate net increase in
B Company’s investment in D Company since
acquisition, as follows:

Profits for six months ended:
Total
December31,1932 $ 2,978.00 $
June
30,1933
3,276.00
December 31,1933
9,644.00
Total............. $15,898.00

80%
2,382.40
2,620.80
7,715.20

$12,718.40
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Adjustment (2)
Investment in stock of B Company.........................
Surplus—A Company..........................................
To record the proportionate net increase in
A Company’s investment in B Company since
acquisition, as follows:
During the period from January 1, 1933 to June
30, 1933:
Profits of B Company.........................................
Profits of D Company (applicable to B Com
pany).............................................................
Increase............................................................

75% interest.................................................
During the period from June 30, 1933 to December
31, 1933:
Profits of B Company.........................................
Profits of D Company (applicable to B Com
pany)............................................................

$19,161.26
$19,161.26

$11,690.00
2,620.80

$14,310.80
$10,733.10
$27,820.00

7,715.20

Total.................................................................
Dividends paid....................................................

$35,535.20
25,000.00

Net increase.....................................................

$10,535.20

80% interest.................................................

8,428.16

Total.............................................................

$19,161.26
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$2,560,568.00 $1,091,044.00

*Red

_$2,560,568.00
____
$1,091,044.00

Liabilities and capital
Accounts payable...................... $ 326,740.00 $ 127,630.00
Reserve for depreciation...........
370,620.00
138,760.00
Reserve for bad debts ..............
38,000.00
17,000.00
Capital stock—common:
10,000 shares of $100 each...
1,000,000.00
5,000 shares of $100 each. ..
500,000.00
1,000 shares of $100 each. ..
Earned surplus:
A Company ...........................
825,208.00
B Company...........................
307,654.00
D Company...........................
Payable to B Company ............

....

_$463,916.00
____

143,820.00
16,836.00

100,000.00

$31,879.66

844,369.26
64,074.48 Minority interest
28,764.00 Minority interest

===========

$868,189.92 $3,279,217.74

(B) 115,056.00
(C) 16,836.00

(2) $19,161.26
(1) 12.718.40 (A) 256,297.92

605,700.00
65,000.00
1,000,000.00
100,000.00 Minority interest
20,000.00 Minority interest

$ 551,310.00

96,320.00
10,000.00

$31,879.66
------

1,579,176.00

15,480.00
293,822.00
23,592.00
838,662.00
37,136.66* Capital surplus
17,662.40 Goodwill

$868,189.92 $3,279,217.74

16,836.00

(A) $400,000.00
(B) 80,000.00

(C)

(A) $656,297.92
(B) 195,056.00

Eliminations

Consolidated
balancesheet
$ 547,960.00

$ 96,940.00

$463,916.00

Assets
Company
Company
Company
Adjustments
Accounts receivable.................. $ 346,480.00 $ 132,740.00 $ 68,740.00
Cash surrender value of lifeinsurance policies...............
15,480.00
Cash in bank .............................
224,682.00
59,420.00
9,720.00
Deferred charges.......................
14,620.00
6,232.00
2,740.00
Inventories................................
462,000.00
267,032.00
109,630.00
Investment in B Company... .
600,000.00
(2) $19,161.26
Investment in D Company
200,000.00
(1) 12,718.40
Land, buildings, machinery and
equipment..........................
897,306.00
408,784.00
273,086.00
Receivable from D Company. .
16,836.00

Consolidated balance-sheet, working papers, December 31, 1933
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No. 2 (30 points):
As at December 31, 1931, the Pacific Company revalued all of its fixed prop
erty on the basis of estimated present replacement cost (“cost to replace new”)
and the application thereto of accrued depreciation computed according to the
expired portion of the estimated life of each item as then determined. The dif
ference between the depreciated value of the fixed assets, as shown by the books,
and the depreciated replacement cost, was charged to “earned surplus” and
credited to “reserve for revaluation of fixed assets,” it being the company’s
intention to show depreciation in the profit-and-loss account, in future, as
follows:
Depreciation based on old book values and revised lives. . $.............
Less: Credit from “reserve for revaluation of fixed
assets”........................................
$.............
No depreciation has been or is to be charged in the year of acquisition, but a
full year’s depreciation is to be charged in the year of expiration or abandon
ment. The policy of the company has been to depreciate its fixed assets on the
basis of estimated life and to revise these estimates from time to time as con
ditions warrant. From the following statement prepare:
(1) Annual charges for depreciation and property losses for 1932 and 1933.
(2) Statement of “reserve for revaluation of fixed assets account” for the
two years ended December 31, 1933.
Revaluation
Dec. 31, 1931
Dep n
Revised
reserve
Original Estimated Dec. 31, Replace life from
Date
Dec. 31,
1931
ment
estimated salvage
of
per books cost
1931
value
life
Item purchase Cost
$10,000 $ 52,000$ 70,000 12 years
1
1919 $100,000 25 years
350,000 400,000 9 “
40,000
700,000 25 “
2
1920
"
2,000
14,000 20,000 4 “
25,000 20 “
3
3,000
37,500 48,000 4 “
75,000 20 “
4
140,000 140,000 12 “
12,000
200,000 15 “
5
1923
3,000
22,500 40,000 12 “
6
50,000 20 “
148,000 300,000 23 “
12,000
7
1924
400,000 25 “
2,000
18,000 45,000 14 “
8
1925
50,000 20 “
5,000
40,000 85,000 15 “
9
1926
100,000 15 “
"
2,000
4,800 18,000 15 “
10
20,000 25 “
No change was made in salvage values when the fixed assets were revalued.
Item 1 was totally destroyed by fire December 31, 1932.
Item 7 was totally destroyed by fire December 31, 1933.

Solution:
As will be seen from Schedules I, II, and III the depreciable values of the
fixed assets at December 31, 1931 were:
Cost basis................................................................
Appraisal basis.....................................................

$802,200
630,700

Difference............................................................

$171,500

This difference represents the amount charged to earned surplus and credited
to the reserve for revaluation of fixed assets. Hence, no adjustments were
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made in the fixed asset or the reserve for depreciation accounts when the assets
were revalued.
The entries to record the depreciation for the years 1932 and 1933 follow:

December 31, 1932:
Depreciation................................................................
Reserve for revaluation of fixed assets......................
Reserve for depreciation.........................................
To record depreciation for the year ended De
cember 31, 1932.
December 31, 1933:
Depreciation................................................................
Reserve for revaluation of fixed assets......................
Reserve for depreciation.........................................
To record the depreciation for the year ended De
cember 31, 1933.

$ 49,500
22,152

$ 71,652

47,000
21,485

68,485

The entries to clear the accounts of items 1 and 7 which were totally destroyed
by fire on December 31, 1932 and 1933 follow:

December 31, 1932:
Reserve for depreciation.............................................
Surplus (fire loss).........................................................
Fixed asset (item 1).................................................
To write off the undepreciated value of item 1 de
stroyed by fire on December 31, 1932.

Reserve for revaluation of fixed assets......................
Surplus (fire loss).....................................................
To transfer balance of item 1 from the reserve
account.
December 31, 1933:
Reserve for depreciation.............................................
Surplus (fire loss)........................................................
Fixed asset (item 7)................................................
To write off the undepreciated value of item 7 de
stroyed by fire on December 31, 1933.
Reserve for revaluation of fixed assets............... .. . .
Surplus (fire loss).....................................................
To transfer balance of item 7 from the reserve
account.
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55,167
44,833
100,000

7,333

7,333

168,870
231,130
400,000

17,530
17,530
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Totals ..................................................

10.............................................................

5 .............................................................
6 .............................................................
7 .............................................................
8 .............................................................
9 .............................................................

4 ............................................................

2 .............................................................
3 .............................................................

$1,720,000

Cost
$ 100,000
700,000
25,000
75,000
200,000
50,000
400,000
50,000
100,000
20,000

Item

1 .............................................................

.

$91,000

$10,000
40,000
2,000
3,000
12,000
3,000
12,000
2,000
5,000
2,000

$826,800

$ 52,000
350,000
14,000
37,500
140,000
22,500
148,000
18,000
40,000
4,800

$802,200

$ 38,000
310,000
9,000
34,500
48,000
24,500
240,000
30,000
55,000
13,200

15
15

14

23

12
12

9
4
4

12

Depreciation Depreciable Revised
reserve
value
life from
Estimated December December December
salvage
31, 1931
31, 1931
31, 1931

remaining lives as revised)

T he Pacific Company
Statement showing the annual charges for depreciation for the years 1932 and 1933 (based on December 31,

I

$71,652

34,444
2,250
8,625
4,000
2,042
10,435
2,143
3,666
880

$3,167

1932

34,444
2,250
8,625
4,000
2,042
10,435
2,143
3,666
880

1933

$68,485

$

Depreciation
----------- -----------

1931 book values and

Schedule
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1933 (based upon revised estimates of

total life and

Schedule I I

1
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Totals ...................... $1,166,000
$91,000

$1,075,000

$444,300

$630,700

$49,500 $47,000

Expired
Accrued
Depreciable Revised
Replacement portion of depreciation
value
life from
Depreciation
Replacement Estimated cost—less estimated December December December --------- -------Item
cost
salvage
salvage
life
31, 1931
31, 1931
31, 1931
1932
1933
1 ................................ $ 70,000 $10,000
$60,000
12/24
$ 30,000
$ 30,000
12
$ 2,500 $
2 ................................
400,000
40,000
360,000
11/20
198,000
162,000
9
18,000 18,000
3 ................................
20,000
2,000
18,000
11/15
13,200
4,800
4
1,200
1,200
4 ................................
48,000
3,000
45,000
11/15
33,000
12,000
4
3,000
3,000
5 ................................
140,000
12,000
128,000
8/20
51,200
76,800
12
6,400
6,400
6 ................................
40,000
3,000
37,000
8/20
14,800
22,200
12
1,850
1,850
7 ................................
300,000
12,000
288,000
7/30
67,200
220,800
23
9,600
9,600
8 ................................
45,000
2,000
43,000
6/20
12,900
30,100
14
2,150
2,150
9 ................................
85,000
5,000
80,000
5/20
20,000
60,000
15
4,000
4,000
0 ................................
18,000
2,000
16,000
5/20
4,000
12,000
15
800
800

revaluations of fixed assets)

T he Pacific Company
statement showing the annual charges for depreciation for the years 1932 and
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Items
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$802,200

Totals .....................................

* Red.

10...............................................

310,000
9,000
34,500
48,000
24,500
240,000
30,000
55,000
13,200

2 ...............................................
3 ...............................................
4 ................................................
5 ...............................................
6 ...............................................
7 ...............................................
8 ...............................................
9 ...............................................

1 ...............................................

$630,700

162,000
4,800
12,000
76,800
22,200
220,800
30,100
60,000
12,000

December 31, 1931
---------------- ----------------Cost
Revaluation
basis
basis
$ 38,000
$ 30,000

$171,500

5,000*
1,200

100*

$ 8,000
148,000
4,200
22,500
28,800*
2,300
19,200

Credit to
reserve
account

14
15
15

23

12
12

9
4
4

12

Revised
life

7*

334*
80

$21,485

334*
80

7*

192
835

16,444
1,050
5,625
2,400*

$103,000

4,332*
1,040

86*

2,100
11,250
24,000*
1,916

31, 1933
$
115,112

$

1933

1932
667
16,444
1,050
5,625
2,400*
192
835

$22,152

$

Balance,
December

Charges for the years
--------- ---------------

Statement showing details of the credit to the account “ Reserve for revaluation of fixed assets" and the amount charged thereto for
the years 1932 and 1933 and the balance at December 31, 1933
Depreciable values

T he Pacific Company
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Students1 Department
Schedule IV
The Pacific Company

Statement of reserve for revaluation of fixed assets for the two years ended
December 31, 1933
December 31, 1931—Credit arising from the revalua
tion of fixed assets, per appraisal
$171,500
December 31, 1932—Depreciation................................. $ 22,152
Fire loss—item 1..........................
7,333
December 31, 1933—Depreciation.................................
21,485
Fire loss—item 7..........................
17,530
Balance.........................................
103,000

$171,500

$171,500

No. 3 (15 points):
ABC Co., patentee and subsidiary of John Doe & Co., assembled and sold
a patented machine for which all the parts were made by and bought from John
Doe & Co.
During five years of operations, ABC Co. had sold 2,800 machines at $3,000
each and had made a gross profit of $500 a machine after deducting its overhead
of 25% of direct costs. Included in these costs was $1,500 a machine for parts
and this included a gross profit of $200 to John Doe & Co., whose overhead ran
to 30% of its direct costs.
Both John Doe & Co. and the ABC Co. were equipped to make and sell
without additional overhead 25% more machines than had been sold.
ABC Co. together with John Doe & Co., had sued an infringing company
for damages representing loss of business and consequent loss of profit. The
infringing company had made and sold 460 machines at $2,500 each in the same
period and the ABC Co. obtained judgment for the full amount of its claim
and costs.
X Y Co., the infringer, organized solely for the assembly and sale of the ma
chine, was a subsidiary of the Z Co. (made co-defendant). The latter com
pany made and sold the infringer all the parts for the infringing machine. The
books of the X Y Co. showed the following figures:
1st year...................
2nd year..................
3rd year...................
4th year...................
5th year...................

...............
...............
...............
...............
...............

Net profit Cost of parts Overhead
$ 77,000 $ 23,000
$ 25,000
148,500
51,500
50,000
187,000
53,000
60,000
165,000
55,000
55,000
115,500
44,500
40,000

$230,000

$693,000

$227,000

The sales to the X Y Co. included 10% profit to the Z Co. The X Y Co.’s
closing inventory of $25,300 was taken at invoiced cost and consisted of un
assembled parts. The Z Co. had no inventory.
The X Y Co. satisfied the judgment in full.
(1) What was the amount for which the ABC Co. on behalf of itself and its
parent company sued the X Y Co. and its parent Z Company?
(2) How much did the latter two lose or make, excluding costs of suit, interest
and any scrap value?

Solution:
(1) The first step will be the computation of the unit direct costs of John Doe
& Co. and ABC Co., as follows:
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ABC Co.
Sales price........................................................................ $ 3,000
Gross profit.....................................................................
500

John Doe
& Co.
$ 1,500
200

Cost.......................................................................... $ 2,500
Overhead, in relation to direct cost, is stated re
spectively as 25% and 30%; in relation to total
cost, therefore, overhead would be respectively:
ABCCo............................................25/125
500
John Doe & Co.................................. 30/130

$ 1,300

$ 2,000

$ 1,000

Direct costs would therefore be..............................

300

Since “both (companies) were equipped to make and sell without additional
overhead 25% more machines than had been sold,” and since the X Y Co. sales
(460 machines) represented only 17% of the ABC sales, loss of profit to the
ABC Co. and Doe Co. may be taken as the difference between sales price and
direct cost:
John Doe
A B C Co.
& Co.
Sales price........................................................................ $ 3,000 $ 1,500
1,000
2,000
Direct cost.......................................................................

Loss of profit...................................................................
Unit sales of X Y Co......................................................
Total loss of profit...................................................

$

1,000
460

$460,000

$

500
460

$230,000

The amount of the damages due to the infringement was therefore $460,000
plus $230,000, or $690,000.
The loss of profit to the ABC Co. is based on its own sales prices and costs,
rather than those of the X Y Co. (sales price $2,500, direct cost about $1,500),
since if the ABC Co. had made the sales made by the X Y Co., it would pre
sumably have obtained its regular sales prices and incurred its same direct
costs. The differences in prices and costs appear to indicate a difference in
product, but it must necessarily be assumed that ABC Co. would have sold
an additional 460 of its own machines.
No loss was suffered by A B C Co. through Z Co.’s production of the parts
remaining in the X Y Co. inventory.
(2) The “net” loss of the X Y Co. and Z Co. is determined as follows:
Damages paid..................................................................
Cost of inventory now unusable (90% of $25,300)....

$690,000
22,770

Total.........................................................................
Less net profit on sale of 460 machines:
X Y Co.....................................................................
$230,000
Z Co. (10% of $693,000)............................................
69,300
Net loss....................................................................
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$712,770
299,300

$413,470

Book Reviews
THE ACCOUNTS OF AN OIL COMPANY, by H. G. Humphreys, American
Institute Publishing Co., Inc. New York. Pages XIII and 136.
In his introductory remarks to The Accounts of an Oil Company Mr. Hum
phreys specifies some of the internal and external conditions affecting the
industry and expresses the need for their recognition in any formulation of ac
counts and accounting procedure. There is a plea for directness and simplifica
tion with due regard to all essential information required for executives, taxing
authorities and others concerned. There are chapters dealing with balancesheet and general accounts, departmental investment and income, forecast of
income and various operating departments, together with an appendix relating
to “code of fair competition” and “accounting procedure, unit and joint lease
schedule.”
The chapter dealing with “balance-sheet and general accounts” is decidedly
restricted and, having regard to the title, is somewhat disappointing in its
brevity, being confined particularly to the control of stocks of oil and references
to the classification of accounts and apportionment of expenses. There is,
however, an interesting series of illustrations of “summary of income,” by de
partments, i. e., departmental operating accounts, leading up to a “general
profit-and-loss account.” Incidentally, one is rather surprised at the state
ment in the preamble of the chapter that “in normal times, the anticipated
future earnings from settled crude-oil production for a three months’ period
shown as a current asset in a balance-sheet, specially prepared for bankers’
information, has been allowed as such by bankers.”
The chapters relating to operating departments contain much instructive
and useful information regarding various classes of properties, the peculiarities
respecting each class and the desired accounting treatment. Technical de
scriptions of the departmental operations are presented, together with interest
ing and useful illustrative and analytical statements covering various account
ing phases of the operations, such as details of operations by processes, costs,
yields, inventory accounts and so forth. The uninitiated would have welcomed
a more extended discussion of the treatment of depreciation, depletion, aban
donments, cancelled leases and the amortization of undeveloped leases from
one who is so well-informed in the technical processes and related accounting
procedure.
There will be general agreement, I believe, with the author’s view which
notes the advantages to business leaders and all concerned if arrangements
could be made whereby the audit work of the independent accountant would
be carried out at intervals during the year instead of having such work under
taken wholly at or after the close of the year, and a like concurrence in the
further recommendation as to a greater employment of the independent ac
countant as a constant counsellor in the many problems that arise from time to
time. This is all to the good. At the same time we should of course dis
tinguish between the functions of the accountant in an advisory capacity and
the contrasting functions of the auditor as such.
Informative and comprehensive in its scope The Accounts of an Oil Company
may well be regarded as a worthwhile contribution to accounting literature in
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the designated field. It presupposes a substantial knowledge of general ac
counting and, whilst it is not easy reading, the subjects dealt with justify care
ful study. It should be of benefit to the corporation accountant engaged in the
industry and instructive to public accountants.
A. Bowman

PUBLIC UTILITY VALUATION, by Willard J. Graham. University of
Chicago. (95 pages, 8 vo.)
Public Utility Valuation is number 3 of volume 4 of the series known as
Studies in Business Administration, written by members of the faculty of the
school of business of the university of Chicago or by past or present students in
the school. The subject of the study is indicated broadly by the sub-title:
“Reproduction cost as a basis for depreciation and rate-base determination.”
The volume is presumably not intended as a text-book, but as a general discus
sion of the author’s views on the subject. As a text-book it would be somewhat
open to the criticism that it does not deal sufficiently definitely with existing
practice. As a general discussion of the subject it suffers somewhat from the
fact that the approach is very distinctly theoretical. A quotation from an
introductory paragraph will serve to indicate what is in the author’s mind:
“The acts, decisions, and rulings of legislatures, commissions and courts are
here given only secondary consideration, under the assumption that if any one
basis of ‘ valuation ’ is most desirable in terms of predictable results, any changes
in existing laws and precedents that are necessary to establish that basis (in
cluding, conceivably, amendments to the constitution of the United States)
can in time be brought about.”

Lest it may seem unfair to the author to indicate that the study is theoretical
in character, it should be added that it is chiefly open to this characterization
because it assumes throughout that utility rates should be adjustable upward
as well as downward at reasonably short intervals and with comparative facil
ity, and this, not simply on the basis of changes in operating costs, but on the
basis of fluctuations in plant-reproduction costs due to variations in the price
level. It is hardly necessary to say that upward revisions of utility rates, cer
tainly as applied to the electric industry, are practically unknown. During the
war period there was some recognition of the need for higher rates arising from
increased costs for wages and materials, but it would be too much to say that
any such relief as was then obtained was predicated on increased reproduction
values or more particularly on increased depreciation charges measured by
such higher values. In the street-railway industry, moreover, where increases
in rates have been allowed, the resultant net income has practically never even
approximated a fair return on any basis of valuation of property. Professor
Graham himself recognizes that in general the trend of rates is inexorably down
ward. He says in his discussion of general considerations:
“Actually, however, it appears that increases in rates, even when equitable,
meet with greater opposition than does the maintenance of high rates when
equity to all concerned demands their reduction. To the extent that this ir
rational public attitude prevails, original costs will meet with less opposition
than will a reproduction-cost basis.”
There is, of course, in practice the coal-price factor, written into most con
tracts for the sale of industrial power, which has the effect of increasing or re-
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during the unit rate in proportion to certain stipulated changes in the price
of coal. Even in clauses of this character, however, there is no provision
for adjustment of rates in relation to the general construction cost price
level.
The subject dealt with by Professor Graham is one of great importance. A
reader unfamiliar with public-utility accounts might not realize from the pres
ent study the full significance of the question. Professor Graham does not
bring out the fact that investment in property and plant will run from $5 per
dollar of gross revenue in the case of electric companies with steam generation
to as high as $8 or more per dollar of gross revenue in the case of hydro-electric
plants. These figures represent the amount of necessary investment in normal
times and do not reflect the higher ratios which may be shown at the present
time as the result, not so much of increase in property and plant, as of decrease
in gross revenue. Taking, however, the figure of $5 investment per dollar of
gross revenue as fairly typical, it will be apparent that a 7% rate of return plus
a 3% rate of depreciation would mean that 50% of the rates charged would be
dependent upon these two factors alone. On Professor Graham’s basis, an
increase of 20% in the construction cost price level would necessitate a 10%
increase in rates, apart altogether from the increased operating costs which
might be expected to be incurred at the same time. As a practical matter
during periods in which increases in construction cost price level have taken
place, utility rates have not been increased but have on the contrary been
reduced.
The determination of rates and, particularly, in the electric industry, of
residential and commercial as distinguished from industrial rates is not an
exact science. So much depends on the load factor. The effect of so-called
promotional rates, that is to say, of graduated rates for consumption in excess
of certain specified amounts, intended to encourage the more extensive use of
devices which consume electricity and gas, or the greater use of transportation
facilities (as in the case of commutation tickets on railroads and weekly passes
on street cars), is largely unpredictable. There must be a certain degree of
compromise, of give and take between the regulatory body and the utility. A
large proportion of the rate reductions made are initiated by the utilities them
selves and the cases which become the subject of litigation and are carried up
on appeal to higher courts are as often as not appealed by the commission rather
than by the utility. These facts may have no direct bearing on the theoretical
case which Professor Graham seeks to make for a system of accounting for
depreciation and determination of rates responsive to any measurable fluctua
tion in the construction cost price level, but they do pose the question as to
whether such a degree of refinement in accounting, with the rather burdensome
detail which it involves, would be justified. The problem is somewhat analo
gous to that which has to be considered in installing a cost system for any
industry, namely, Is it necessary to have a fully detailed system or is it practi
cable to work on specification costs? Rate cases arise more or less infrequently,
and when they do, the development of accounts reflecting any particular theory,
either of valuation or of depreciation, is entirely practicable. The fact must
not be overlooked that in the chief cases on which the adherents to the repro
duction-cost principle depend, reproduction cost is only one of several factors
which the court has decided must be taken into consideration.
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The by-products of economy which Professor Graham believes would result
from the adoption of the principles which he advocates are somewhat open to
question. He makes the statement in his study that the present methods of
rate determination encourage construction during periods of high costs rather
than during periods of low prices. The fact is that utilities are necessarily con
trolled to some extent by short-term business trends. They are not in a posi
tion to follow the doctor’s prescription of taking the pill half an hour before the
pain comes on. Very frequently during periods of low prices the volume of
business is at a low ebb and the raising of capital for extensions to property and
plant is expensive and difficult, if not impracticable. Adequate capacity must
be provided in advance of actual needs, and actual needs frequently develop
with rapidity during a period of high prices and active business. During such
periods, moreover, there is necessarily heavy expenditure for distribution
systems.
Professor Graham touches upon a number of debatable points in his paper,
more particularly that relating to deduction of depreciation reserve from
property and plant in determining the rate base. He takes the position, which
has been frequently denied in the courts, that the depreciation reserve, having
been set up out of revenue, in some way belongs to the consumers. There is no
justification for this point of view.
It would be interesting to know Professor Graham’s authority for the state
ment that the Massachusetts rule excludes from the rate base the balance of
earnings carried to surplus. The recent decision by the Massachusetts com
mission in the Lynn Gas case makes it clear that surplus has to be taken into
consideration. A minor error appears in a footnote on page 70, where it is
stated that “the city of Washington in its contract with the electric light and
power company provides that dividends may be increased in proportion as the
rates for electricity are reduced.” The arrangement in Washington does not
follow the provisions governing the South London Gas Company as closely as
this. It provides, not by contract but under the terms of a consent decree, for
a reduction in rates for the ensuing year to an amount estimated to absorb a
certain proportion of the excess of the earnings for the year just closed over an
agreed percentage on the investment in property and plant.
The volume is provided with a bibliography and a reference to cases, each of
which is fairly comprehensive in relation to the size of the volume and the par
ticular phase of the subject matter which it covers. The study is a useful one
for those who already possess a reasonable knowledge of the subject.
Herbert C. Freeman
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[The questions and answers which appear in this section of The Journal of
Accountancy have been received from the bureau of information conducted
by the American Institute of Accountants. The questions have been asked
and answered by members of the American Institute of Accountants who are
practising accountants and are published here for general information. The
executive committee of the American Institute of Accountants, in authorizing
the publication of this matter, distinctly disclaims any responsibility for the
views expressed. The answers given by those who reply are purely personal
opinions. They are not in any sense an expression of the Institute nor of any
committee of the Institute, but they are of value because they indicate the
opinions held by competent members of the profession. The fact that many
differences of opinion are expressed indicates the personal nature of the answers.
The questions and answers selected for publication are those believed to be of
general interest.—Editor.]
DEPRECIATION ALLOWANCE FOR AN ELECTRIC LIGHT
COMPANY
Question: The X Electric Light Company with both common and preferred
stock and an issue of bonds has a capital surplus of $1,000,000, due to revalua
tion of fixed assets, and an earned surplus of $500,000 at the end of 1932. It
has been deducting 3 per cent. for depreciation, that being the amount fixed
by the public service commission for rate-making purposes.
The company learns that higher rates of depreciation are being allowed by
the income-tax department on similar properties and employs an accountant to
obtain a refund. The accountant goes back in his refund claims as far as the
statutory limitations will permit and obtains a substantial refund, using 5 per
cent. rate of depreciation instead of the 3 per cent. permitted by the public
service commission.
Jones is a bondholder and has access to the company’s books. He finds that if
the 5 per cent. rate of depreciation be carried back in the books for eight or ten
years, and the necessary adjustment made in the surplus and the reserve for de
preciation, by transferring from the former to the latter, the difference between
3 per cent. and 5 per cent. depreciation during those years, earned surplus will
be wiped out altogether and a deficit shown amounting to $350,000.
He warns the management that it can not continue to declare dividends as
the capital has been impaired, but the management claims that the rate of
depreciation claimed for income-tax purposes is not important and that the
governing rate is the 3 per cent. fixed by the public service commission. It calls
upon its accountant to support that contention. Can he support it, or must he
admit that the company’s net income available for dividends is that arrived at
after deducting the rate of depreciation claimed in the claims for refund, and
that therefore there is no balance of earned surplus?
What would his answer have to be if the company claimed that it could pay
dividends from the capital surplus?
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Answer No. 1: We are inclined to agree with the management that the de
ductions for depreciation allowed by the internal revenue department in ar
riving at taxable income would not be the deciding factor in determining the
deductions for depreciation in the calculation of surplus available for dividends.
We believe it is quite a common practice among public utilities to make claims
for depreciation for tax purposes greater than the amounts provided on the
books and in the accounts.
The whole question of depreciation and retirement accounting of public
utilities is at present in a state of some confusion owing to the differing opinions
and rulings of the courts, public service commissions, and the internal revenue
bureau. Until these inconsistencies are adjusted, it would seem that if any
dispute between shareholders and bondholders with regard to depreciation
provisions reached the courts, it would be settled upon its merits, quite apart
from the rulings of either the commissions or the internal revenue bureau.
However, the decisions of the commissions would probably have greater weight
than those of the tax authorities, inasmuch as the depreciation allowances fixed
by the commissions are used in determining the rates for service and the rate
of return on capital investment. It should be borne in mind, of course, that
the depreciation allowances granted by public service commissions are based
on property valuations fixed by the commissions for rate-making purposes, or
the “rate base,” while allowances by the internal revenue bureau are based on
the cost of the depreciable assets, neither of which necessarily corresponds with
book values. For accounting and financial purposes provision should be made
out of earnings for depreciation on the book values of the depreciable property.
It might be pointed out also that quite often bond trust deeds contain pro
visions with regard to depreciation and maintenance charges. In such a case
these requirements would be the governing factor from a bondholder’s point of
view. As there is no reference to this point in the present inquiry, it is assumed
that there are no specific provisions in the trust deed in this respect.
With regard to the payment of dividends out of capital surplus arising from
appreciation of fixed assets, the question is a legal rather than an accounting
one and the answer would depend somewhat upon the laws of the state in
which the company was incorporated. For example, the New York state
corporation law provides that no dividends shall be paid unless the “value” of
the assets of the company exceeds its liabilities and capital stock, which would
appear to permit of a valuation of the properties of a company on other than a
cost basis for the purpose of determining the surplus available for dividends.
However, from a financial or an accounting point of view, it is our opinion that
there is no justification for the payment of dividends out of unrealized surplus
arising from appreciation of capital assets.
Answer No. 2: In our opinion, based upon the facts as presented, the earned
surplus of the company need not be charged with the additional depreciation
claimed for income-tax purposes. We think it is generally recognized that the
depreciation claimed for income-tax purposes may properly be more or less
than that taken into the general accounts for the purpose of determining actual
income and earned surplus. The important consideration, as far as the general
accounts are concerned, is whether or not the depreciation provided is adequate
to amortize the investment in capital assets over the life of such assets or to pro
vide from earnings a fund with which to replace the assets when necessary.
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It is stated that depreciation has been computed at 3 per cent, for general
accounting purposes and 5 per cent. for income-tax purposes. Presumably
these rates apply to the cost of the property, since depreciation will not be
allowed for income-tax purposes on any valuation in excess of cost. The ques
tion naturally arises, therefore, as to whether depreciation ought not to be based
on the book value of the property, including the appreciation of $1,000,000 rest
ing in the capital surplus account. If that were done, it might be proper to
charge that part of the depreciation which applies to the excess of the book
value of the property over cost to the capital surplus account. We regard with
disfavor payment of dividends from capital surplus representing revaluation
of property, but the same purpose might be accomplished by charging part of
the depreciation against the capital surplus. Our opinion previously given
presumes, of course, that the depreciation provided by the company is adequate,
whether based upon the cost or appreciated book value of the property.
Answer No. 3: May we say at the outset that a matter of this sort requires for
its proper treatment a full understanding of all the facts, and not merely the
formulation of certain of the salient features such as are embodied in the ques
tion. With this observation, we trust the following comment will at least indi
cate the required solution.
It would seem that the contrasting rates of 5 per cent. and 3 per cent.,
respectively, have different bases inasmuch as the resultant amounts, however
computed, are intended to measure within reasonable limits the amount to be
provided and allowed as an element of the cost of the service.
Now, if the depreciation in both cases is calculated on the same base, it
seems evident that if 3 per cent., the rate allowed by the public service com
mission is adequate then, prima facie, the rate of 5 per cent. allowed for incometax purposes is in excess of the requirement. We are inclined to think that at
bottom there is really no such variance, and this phase of the question leads us
to suggest that the commission’s rate of 3 per cent. is probably based on the
amount of the total capital assets, while the treasury department allows the
higher rate, 5 per cent., on depreciable assets only.
Then again the commission has probably allowed for rate-making purposes
the appraised value of the capital assets, while for income-tax purposes the
basis for depreciation, we take it, is cost, which, according to the question, is
$1,000,000 less than the appraised value.
Further, it would seem from the question that operations have been charged
with depreciation on the appraised value, but the so-called capital surplus, the
increase on appraisal, $1,000,000, has continued unimpaired instead of being
reduced each accounting period by transfers to earned surplus of the propor
tionate amount realized through operations.
To sum the matter up, the provision for depreciation is, in the nature of the
case, largely a matter of judgment and estimate, and in the final outcome it is
immaterial how the reserve is computed. The question of importance is
whether the provision is adequate for the designated purpose as far as informed
judgment can determine.
Putting the matter more concretely, 3 per cent. on appraised value includ
ing, possibly, non-depreciable and intangible assets, may possibly be considered
adequate, and if this be the case then the amount computed on any other base,
5 per cent. on cost of depreciable assets, for example, should be substantially
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the same—with this proviso, that on the one hand we may with propriety
provide what is considered sufficient but, on the other, we may, on the ground
of conservatism and prudence, make a more liberal provision. Moreover, con
sideration of functional depreciation, as distinct from physical depreciation, may
account for a distinct variance in the reserve provided by operations.
Thus in a given case there may be ligitimate differences of opinion as to the
depreciation reserve, inasmuch as a good deal depends on individual interpreta
tion of the particular facts—always subject of course to the controlling rule of
reason. At the same time the data of experience are available as a standard of
reference, and we believe that the rates established in comparable plants may
be applied to the case under consideration, making such revision as is necessary
to meet the circumstances. In this way the adequacy, or otherwise, of the
provision can be measured within reasonable limits, even though those limits do
not admit of precise measurement.
Of course 3 per cent. of a given sum is obviously much less than 5 per cent. of
the same sum and it would strain the probabilities to endeavor to reconcile,
under anything like normal conditions, so wide a variation in dealing with
equipment of standard type such as that to which the question refers. We are
inclined to think, therefore, that, as we have said, the treasury department and
the public service commission have taken different bases, or, it may be, func
tional depreciation may have been considered in one case but not in the other,
or, still further, both factors may be operative.
We, therefore, suggest that, as a necessary preliminary, the whole question be
reconsidered in the light of the foregoing comment.
Dealing now with the further question: "What would his (the accountant’s)
answer have to be if the company claimed that it could pay dividends from the
capital surplus” (i.e., surplus arising from the revaluation of the fixed assets)?
It is well established, certainly as a matter of sound accounting, that no such
distribution can properly be made in cash inasmuch as unrealized increment on
revaluation does not constitute profits or surplus available for distribution in
cash.
Answer No. 4: It is the duty of the accountant to use the rate of depreciation
that he considers adequate, even although a different rate has been fixed by the
public utility commission or by the internal revenue bureau. The accountant
is a professional man who is supposed to have his own opinion on a matter of
this sort. Obviously, the accountant may accept for his own opinion a rate
fixed by a state regulatory body or a rate fixed by the internal revenue bureau
or a rate prescribed by a trust deed under which the bonds were issued, if such a
rate is so prescribed, but the opinion of the accountant is his own opinion, on
his own responsibility.
In no circumstances, should the accountant prepare the answer to the bond
holder, as the questions raised by the bondholder are questions of legal con
struction as to the rights of bondholders and stockholders and such questions
should be answered by competent legal counsel.
Answer No. 5: In our opinion the question is one of fact and public service
commission regulations in the state where the company is organized. The
mere allowance of a five per cent. rate for income-tax purposes does not in itself
determine the amount of real earned surplus and consequently does not de
termine the amount available for dividends. If in the judgment of the direc
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tors a three per cent, rate is sufficient to provide for the renewal of fixed capital,
then we believe that the surplus predicated on such a rate is properly available
for dividends irrespective of income-tax depreciation. Of course, the payment
of such dividends on the theory that the three per cent. rate is sound reacts
against the good faith of the claim of five per cent. sworn to by the officers of the
company for the purpose of establishing their income tax.
If the bondholder in question should invoke court proceedings, the officers
would be in a very embarrassing position in claiming that what they had sworn
to for income-tax purposes was in fact not true.
In respect to the second portion of the question as to the availability of capi
tal surplus for dividends, there is no question that paying dividends on such
surplus is quite improper, though in some states it appears to be legal.
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